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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on March 19, 1997, on savings and investment provi-
sions in the President’s fiscal year 1998 budget proposal ! relating
to capital gains, IRAs, and the estate and gift tax and broad-based
alternatives.2 This pamphlet, prepared by the staff of the Joint
Committee on Taxation, provides a description and analysis of tax
proposals relating to capital gains and losses, IRAs and other re-
tirement savings incentives, and estate and gift taxation.

Part I of the pamphlet is a summary. Part II is a description and
analysis of proposals relating to capital gains and losses. Part III
is a description and analysis of proposals relating to IRAs and
other retirement savings incentives, and Part IV is a description
and analysis of proposals relating to estate and gift taxation.

1 See Department of the Treasury, General Explanation of the Administration’s Revenue Pro-
posals, February 1997. Also, Office of Management and Budget, Budget of the United States Gov-
ernment, Fiscal Year 1998. SRR A A

2 Broad-based alternatives to the President’s budget proposal include proposals to replace the
Federal income tax. For a description and analysis of such proposals, including the possible ef-
fects on saving and investment, see Joint Committee on Taxation, Description and Analysis of
Proposals to Replace the Federal Income Tax (JCS-18-95), June 5, 1995. )

3 This pamphlet may be cited as follows: Joint Committee on Taxation, Description and Anal-

ysis of Tax Proposals Relating to Savings and Investment (Capital Gains, IRAs, and Estate and

Gift Taz) (JCS-5-97), March 18, 1997
n



1. SUMMARY
A. Capital Gains and Losses
1. Present Law '

Generally, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain is taxed as ordinary income, except that the net capital gain
of noncorporate taxpayers is subject to a maximum marginal rate
of 28 percent. Capital losses are generally deductible in full against
capital gains. In addition, in the case of noncorporate taxpayers,
such losses may be deducted against ordinary income, up to a max-
imum of $3,000 in each year. Noncorporate taxpayers can carry for-
ward capital losses in excess of these limitations to future years in-
definitely, but may not carry back the losses to prior years. Cor-
porate taxpayers generally may carry back capital losses three
years and forward five years.

A “capital asset” generally means any property held by the tax-
payer except for the following specified classes: (1) inventory, stock
in trade, or property held primarily for sale to customers in the or-
dinary course of the taxpayer’s trade or business, (2) depreciable or
real property used in the taxpayer’s trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receiv-
able, or (5) certain U.S. publications.

The Revenue Reconciliation Act of 1993 provided a 50-percent ex-
clusion for gain from the sale of stock in certain corporations that
was acquired at original issuance when the corporation had aggre-
gate gross assets of not more than $50 million and was held for
more than five years. One-half of the excluded gain is a minimum
tax preference.

No gain is recognized on the sale of a principal residence if a new
residence at least equal in cost to the sales price of the old resi-
dence is purchased and used by the taxpayer as his or her principal
residence within a specified period of time. An individual, on a one-
time basis, may exclude from gross income up to $125,000 of gain
from the sale or exchange of a principal residence if the taxpayer
(1) has attained age 55 before the sale, and (2) has owned the prop-
erty and used it ‘as a principal residence for three or more of the
five years preceding the sale. A loss on the sale or exchange of a

principal residence is treated as a nondeductible personal loss.

2. Legislative Background

Noncorporate capital gains were taxable at reduced rates from
1921 through 1987. The system of capital gains taxation in effect
prior to the Tax Reform Act of 1986 dated largely from the Reve-
nue Act of 1942 (“1942 Act”). The 1942 Act provided for a 50-per-
cent exclusion for noncorporate capital gains or losses on property

(2)
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‘held for more than six months. The 1942 ‘Act also included alter-

native maximum rates on capital gains taxes for noncorporate and
corporate taxpayers. The basic structure of the 1942 Act was re-
tained under the Internal Revenue Code of 1954. =~ =~

The Revenue Act of 1978 (“1978 Act”) increased the exclusion for
noncorporate long-term capital gains from 50 to 60 percent and re-
pealed the alternative maximum rate. The reduction in the maxi-
mum individual rate from 70 to 50 percent under the Economic Re-
covery Tax Act of 1981 (“1981 Act”) reduced the maximum effective
capital gains rate from 28 percent to 20 percent. The Tax Reform
Act of 1986 (“1986 Act”) repealed the provisions granting reduced
rates for capital gains, fully effective beginning in 1988. The 1986
Act provided that the maximum rate on capital gains (i.e., 28 per-
cent) would not be increased in the évent the top individual rate

" was increased by a subsequent public law (unless that law specifi-

cally increased the capital gains tax rate). The Revenue Reconcili-
ation Act of 1990 (“1990 Act”) raised the maximum individual rate
to 31 percent, and the Revenue Reconciliation Act of 1993 (“1993
Act”) raised the top tax rate to 39.6 percent. Neither the 1990 Act
nor the 1993 Act raised the maximum individual capital gains rate.
The Internal Revenue Code of 1954 as originally enacted pro-
vided for an alternative tax rate of 25 percent on corporate capital
gains. The Tax Reform Act of 1969 raised this rate to 30 percent.
The 1978 Act reduced the alternative rate to 28 percent. The 1986
Act repealed the alternative rate. =~~~ A

3. Summary of Proposals

a. The “Capital Gains Tax Reduction Act of 1997” (H.R. 14)
(Mr. Dreier and others) o

The bill would provide individuals with a maximum capital gains
rate of 14 percent. The 50-percent exclusion for gain from small
business stock would be repealed. The bill would provide corpora-
tions with an alternative capital gains rate of 28 percent. In addi-
tion, the bill would provide individuals an inflation adjustment for
purposes of determining gain or loss. )

The provisions generally would apply to dispositions of assets
after December 31, 1996. : .

b. The “Enterprise Capital Foi'mati(in Act of 1997” (H.R.
420) (Mr. Matsui and Mr. English) R

The bill would amend the rules relating to gain on certain small
business stock by (1) increasing the exclusion to 75 percent, (2) re-
ducing the holding period from five to three years, (3) making cor-
porations eligible for the exclusion, (4) repealing the minimum tax

reference, (5) increasing the maximum size of the co oration to
5100 million, adjusted for inflation, (6) repealing therg-lo-million
per issuer limitation, (7) amending the working capital and re-
demption rules, (8) allowing certain additional businesses to be a
qualified small business, and (9) allowing taxpayers to rollover gain
from the sale or exchange of small business stock to purchase other
qualifying small business stock. ‘

The provisions generally would apply to stock issued after Au-
gust 10, 1993. However, the provisions relating to the holding 11 -
riod, corporate shareholders, and the size of the business genera ly
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would apply to stock issued after the date of enactment. The roll-
over provision would apply to stock issued after date of enactment.

c. The “Return Capital To The American People Act” (H.R.
1033) (Ms. Dunn and others)

The bill would allow all taxpayers a deduction equal to 50 per-
cent of net capital gain for the taxable year. The bill also would re-
peal the present-law maximum 28-percent rate. Thus, the effective
rate on the net capital gain of an individual in the highest rate
bracket would be 19.8 percent, and the effective rate for a corpora-
tion in the highest corporate rate bracket (35 percent) would be
17.5 percent.

The bill would amend the rules relating to gain on certain small
business stock in a manner similar to H.R. 420. The bill would pro-
vide for the rollover of gain on certain small business stock in.a
manner similar to H.R. 420.

The bill would index the basis of certain assets for inflation for
the purpose of determining gain or loss in a manner similar to that
provided in H.R. 14, but also would provide the indexing to cor-
porate as well as individual taxpayers. :

The bill would provide that a loss from the sale or exchange of
a principal residence would be treated as a deductible capital loss.

The provisions relating to the deduction for gain and loss on a
principal residence generally would apply to dispositions after De-
cember 31, 1996. The indexing provision would apply to disposi-
tions of property the holding period of which begins after December
31, 1996. The bill would permit certain assets to be marked to mar-
ket to establish a new holding period. The provisions relating to
small business stock generally would apply to stock issued after
August 10, 1993. The rollover provision would apply to stock issued
after date of enactment.

d. Exclusion of Capital Gains on Sale of Principal Resi-
den:ﬁ (The President’s Fiscal Year 1998 Budget Pro-
pos '

A taxpayer generally would be able to exclude up to $250,000
($500,000 if married filing a joint return) of capital gain realized
on the sale or exchange of a principal residence. To be eligible for
the exclusion, a taxpayer must have owned a residence and occu-
pied it as a principal residence for at least two of the five years
prior to the sale or exchange of the residence.

The proposal would be available for all sales or exchanges of a
principal residence occurring on or after January 1, 1997, and
would replace the present-law rollover and one-time exclusion pro-
visions applicable to principal residences.

e. “American Family Tax Relief Act” (S. 2) (Senator Roth
and others)

The bill would allow individual taxpayers a deduction equal to 50
percent of net capital gain for the taxable year. The bill also would
repeal the present-law maximum 28-percent rate. Thus, the effec-
tive rate on the net capital gain of an individual in the highest rate
bracket would be 19.8 percent. Like H.R. 14, the bill would provide
corporations with an alternative capital gains rate of 28 percent.
The bill would modify the rules relating to gain on certain small
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business stock in a manner similar to H.R. 420, but unlike H.R.
420 would not provide for the rollover of gain on certain stock. The
bill would provide individuals an inflation adjustment, in a manner
similar to H.R. 14, but only for purposes of determining gain. Like
H.R. 1033, the bill would provide that a loss from the sale or ex-
change of a principal resigence would be treated as a deductible
capital loss. o

The effective dates of the provisions generally are the same as
those provided by H.R. 1033.

4. Analysis of Issues
_a. Background

In 1994, among individual taxpayers who filed Form 1040,
Schedule D, 11 million taxpayers recognized $168 billion in long-
term capital gains and 3.5 million taxpayers recognized $23.2 bil-
lion in short-term capital gains. In addition, 5.8 million taxpayers
reported $8.5 billion of capital gain distributions, generally received
from ‘mutual funds. Taxpayers also reported $78.2 billion of long-
term capital losses on 6.5 million returns and $47.5 billion in short-
term losses on 3.6 million returns. Because gain recognition by tax-
payers is elective, many analysts believe that capital gains recog-
nized by taxable persons represent a fraction of the gains accrued
by taxable persons annually.

b. Preferential rate for capital gains

Many argue that higher income tax rates discourage sales of as-
sets. Preferential tax rates on capital gains impose a smaller tax
on redirecting monies from older investments to projects with bet-
ter prospects, which contributes to a more efficient_allocation of
capital. A second argument for preferential capital gains tax rates
is that they encourage investors to buy corporate stock, and espe-
cially encourage investors to provide venture capital for new. com-
panies, thereby stimulating investment in productive business ac-
tivities. Others argue that the capital gains preference may be an
inefficient mechanism to promote the desired capital formation.
They argue that a preferential capital gains tax rate, broadly ap-
plied, is not targeted toward any particular type of equity invest-
ment. ' ' ' o o

The United States has a relatively low rate of household saving,
currently less than 5 percent of disposable income. By reducing the
tax on realized capital gains, the after-tax return to household sav-
ing is increased. Economic evidence is ambiguous on whether, and
in what magnitude, household saving responds to changes in the
after-tax rate of return. s ol e e

Proponents of a reduction in capital gain tax rates observe that

 many of our major trading partners have lower marginal tax rates

on the realization of capital gains than does the United States. Op-
ponents of a capital gains preference argue that the fact that mar-
ginal tax rates on capital gains are higher in the United States
than in other countries does not imply automatically that American
firms are at a competitive disadvantage. Preferential capital gains
treatment on a disposition of corporate stock might be viewed as
ameliorating the double taxation of corporate earnings. The first

.

step of double taxation occurs at the corporate level; the second
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step occurs at the shareholder level as dividends are paid or as
shares that have increased in value (presumably by retained earn-
ings) are sold. However, any relief that a capital gains preference
provides from the burden of double taxation applies only to re-
tained corporate earnings. Distributed earnings still would be gen-
erally subject to double taxation. ‘

Opponents of a reduced tax on capital gains argue that appre-
ciating assets already enjoy a tax benefit from the deferral of tax
on accrued appreciation until the asset is sold, which benefit re-
duces in whole or in part any bunching or inflationary effects. Pro-
ponents of a preference for capital gains contend that the benefit
of deferral is insufficient to make up for more than very modest in-
flation. Moreover, they note that not taxing accrued appreciation is
an inherent aspect of a realization-based tax system.

- To the extent that preferential rates may encourage investments

in stock, opponents have argued that the preference tilts invest-
ment decisions toward assets that offer a return in the form of
asset appreciation rather than current income such as dividends or
interest. On the other hand, it is argued that asset neutrality is not
an appropriate goal because risky investments that produce a high
proportion of their income in the form of capital gains may provide
a social benefit not adequately recognized by investors in the mar-
ketplace.

Opponents of the preferential capital gains rate contend that it
also encourages taxpayers to enter transactions designed to convert
ordinary income to capital gains. On the other hand, it is argued
that such “conversion” opportunities are simply an additional tax
incentive for types of investments the capital gains preference is in-
tended to encourage.

c. Issues relating to indexing

Proponents of indexing contend that indexing would accomplish
the goals of reduced capital gains taxation while producing a more
accurate measurement of economic income with greater neutrality.

Opponents contend that indexing is complex and that it would not
be necessary if efforts to control inflation are successful.

d. Capital gains and losses on owner-occupied housing

Critics of present law note that the disparate taxation of gain de-
pending upon the disposition of proceeds or age of the taxpayer
may distort taxpayer choice leading to inefficient outcomes. They
observe that little revenue is collected on the sale of principal resi-
dences, so the efficiency losses to the economy are made in ex-
change for relatively little revenue gain. Proponents of permitting
taxpayers to claim as capital loss any loss realized on the sale of
their principal residence argue that because capital gains on a sale
or exchange of a principal residence are taxable, losses on similar
sales or exchanges should be treated as capital losses. As such
losses represent a reduction in the taxpayer’s wealth, it is also ar-
gued that the losses should be taken into account by the tax system
to provide a better measure of economic income.

Opponents of such changes counter that owner-occupied housing
already is tax-favored. Some opponents believe that the favorable
treatment accorded owner-occupied housing under present law has
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distorted aggregate investment tpwards housing and away from

plant and equipment. e
e. Distributional effects of a reduction in capital gains
Either an exclus&ig;‘lu__fljpmmiggq;gg},Q;j‘_,;Hggjgng the basis of capital

assets will benefit directly those taxpayers who hold assets with ac-

crued capital gains. Information is somewhat scant regarding the
distribution of assets with accrued capital gains among different

taxpayers. Tax return data contain information on which taxpayéers
have realized capital gains in” the past. These data reveal that
many taxpayers realize a capital gain from time to time, but the
majority of the dollar value of gains realized are by taxpayers who

frequently realize capital gains.

1. Present Law and Legislative Background
Present law and legislative background of IRAs

Under present law, under certain circumstances, an individual is
allowed to deduct contributions up to the lesser of $2,000 or 100
percent of the individual’s compensation (or earned income) to an
individual retirement arrangement (“IRA”). Contributions of up to
$2,000 can be made to an IRA for each spouse (including a non-
working spouse) as long as the combined adjusted gross income
(“AGI”) of the couple is at least equal to the amount contributed.
The amounts held in an IRA, including earnings on contributions;
generally are not included in taxable income until withdrawn.

The $2,000 deduction limit is phased out over certain AGI levels
if the individual or the individual’s spouse is an active participant
in an employer-sponsored retirement plan. The phaseout is be-
tween $25,000 and $35,000 of AGI for single taxpayers and be-
tween $40,000 and $50,000 of AGI for married taxpayers. The
phaseout of the deduction limit does not apply if neither the indi-
vidual nor the individual’s spouse is an active participant in an em-
ployer-sponsored retirement plan. e

" An individual may make nondeductible contributions (up to the

$2,000 or 100 percent of compensation limit) to an IRA to the ex-
tent the individual is not permitted to make deductible IRA con-
tributions. Nondeductible contributions provide the same tax bene-
fits as deferred annuities, that is, earnings are not includible in in-
come until withdrawn. However, deferred annuities are not subject
to contribution limits. ' : S )

Distributions from IRAs are generally includible in income when
withdrawn. Distributions prior to death, disability, attainment of
age 59%2 are generally subject to an additional 10-percent tax. The

10-percent tax does not apply to distributions (1) made in the form

of an annuity, (2) for medical expenses for the individual or his or
her spouse or dependents in excess of 7.5 percent of AGI, or (3) fo
medical insurance for certain unemployed individuals (and their
spouses and dependents). S o o ey
The IRA provisions were originally enacted in the Employee Re-
tirement Income Security Act of 1974 (ERISA). Under ERISA, an
individual was permitted to make deductible IRA contributions
only if the individual was not an active participant in an ‘employer-
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sponsored retirement plan. The limit on IRA deductions was the
lesser of $1,500 or 15 percent of compensation (or earned income).

The Economic Recovery Tax Act of 1981 increased the IRA de-
duction limit to its current level and removed the restriction on
IRA contributions by individuals who were active participants in
employer-sponsored plans. The IRA rules in their current form
were enacted as part of the Tax Reform Act of 1986. The Small
Business Job Protection Act of 1996 modified the IRA provisions to
allow certain nonworking spouses to make larger deductible IRA
contributions.

Tax-qualified retirement plans and cash or deferred ar-
rangements

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is ac-
corded special treatment under present law. Employees do not in-
clude qualified plan benefits in gross income until the benefits are
distributed, even though the plan is funded and the benefits are
nonforfeitable. The employer is entitled to a current deduction
(within limits) for contributions to a qualified plan even though the
contributions are not currently included in an employee’s income.
Contributions to a qualified plan are held in a tax-exempt trust.

The tax treatment of contributions under qualified plans is es-
sentially the same as that of present-law IRAs. However, the limits
on contributions to qualified plans are much higher than the IRA
contribution limits, so that qualified plans provide for a greater ac-
cumulation of funds on a tax-favored basis. In return for greater
tax benefits, qualified plans are subject to rules that do not apply
to IRAs, such as nondiscrimination rules that ensure that a quali-
fied plan benefits a broad group of employees and does not dis-
criminate in favor of highly compensated employees.

Qualified plan benefits are generally subject to tax when received
under rules similar to those that apply to IRA withdrawals. An ad-
ditional exception to the 10-percent early withdrawal tax applies in
the case of distributions to an employee who retires after age 55.
The exception for distributions to pay for medical insurance for un-
exlnployed individuals does not apply to distributions from qualified
plans. 4

A qualified cash or deferred arrangement is one type of qualified
plan. In general, a cash or deferred arrangement is an arrange-
ment under which an employee can elect to receive an amount in
cash or have it contributed to a tax-qualified pension plan.
Amounts that are contributed to the plan are not included in in-
come until withdrawn from the plan. Qualified cash or deferred ar-
rangements are subject to the rules applicable to qualified plans
generally, and are also subject to additional rules, including special
nondiscrimination rules.

The maximum annual amount that an employee can elect to
have contributed to a cash or deferred arrangement is limited to
$9,500 (for 1997). This dollar limit is indexed for inflation.

SIMPLE retirement plans

Under present law, certain small businesses can establish a sim-
plified retirement plan called the savings incentive match plan for
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_employees (“SIMPLE”) retirement plan.* SIMPLE plans can be
adopted by employers who employ 100 or fewer employees who re-
ceived at least $5,000 in compensation during the preceding year
and who do not maintain another employer-sponsored retirement
plan. A SIMPLE plan can be either an IRA for each employee or
part of a qualified cash or deferred arrangement (“401(k) plan”).

A SIMPLE retirement plan allows employees to make elective
contributions of up to $6,000 per year (indexed for inflation in $500
increments). The employer is required to match employee contribu-
tions under one of two alternative tests or make a nonelective con-
tribution on behalf of each eligible employee. s
Simplified employee pensions

In order to reduce unwanted administrative burdens on employ-
ers (particularly smaller employers), present law permits an em-
ployer to establish a simplified employee pension (SEP) for its em-
ployees. A SEP is an IRA. However, the same contribution limits
that apply to qualified plans apply to SEPs, so that a SEP provides
a RgAreater opportunity for tax-favored saving than an individual

Other tax incentives for saving

The Internal Revenue Code contains a number of other provi-
sions which permit individuals to save on a tax-favored basis.
These include provisions relating to tax-sheltered annuities, annu-
ity contracts, and life insurance. o

2. Summary of Proposals> .

a. IRA Provisions Contained in the President’s Fiscal Year
1998 BudgetProposal e de e Figi S 0T e e i i et A R L
In general, the President’s budget proposal would: (1) increase
the present-law income limits (in two steps) on deductible IRA con--
tributions and increase the income phase-out range to $20,000 (so
that, for married taxpayers in 1997, 1998, and 1999, the income
phase-out range would be $70,000 to $90,000 of AGI, and $80,000
to $100,000 thereafter; and for single taxpayers in'1997, 1998, and
1999, the income phase-out range would be $45,000 to $65,000 of
AGI, and $50,000 to $70,000 thereafter); (2) index the $2,000 IRA
contribution limit and the income limits; (3) coordinate the TRA
contribution limit with the elective deferral limit under qualified
cash or deferred arrangements and certain other plans; (4) create
nondeductible tax-free IRAs called “Special IRAs;” and (5) provide
an exception from the 10-percent early withdrawal tax for IRA dis-
tributions used for higher education expenses, first-time homebuyer
expenses, medical expenses (in excess of 7.5 percent of AGI) of the
individual’s child, grandchild, parent or grandparent regardless of
whether such person is a dependent of the individual, and distribu-
tions for any reason to individuals who have been receiving unem-
ployment compensation for at least 12 weeks. The proposal would
also provide that IRA assets can be invested in qualified State tui-
tion program instruments. o

4 SIMPLE retirement plans were created in the Small Business Job Protection Act of 1996,
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b. The “Savings and Investment Incentive Act of 1997”
(H.R. 446) (Mr. Thomas and others)

The bill would increase the AGI limits applicable to deductible
IRA contributions for active participants in 1997, 1998, 1999, and
2000. Thereafter, the bill would repeal the limits on IRA deduc-
tions for active participants in employer-sponsored retirement
plans. In the case of married taxpayers filing a joint return, for
years before 2001, the IRA deduction for active participants would
be phased out between the following AGI amounts: for 1997,
$65,000 and $75,000; for 1998, $90,000 and $100,000; for 1999,
$115,000 and $125,000; and for 2000, $140,000 and $150,000. In
the case of single taxpayers, for years before 2001, the IRA deduc-
tion for active participants would be phased out between the follow-
ing AGI amounts: for 1997, $50,000 and $60,000; for 1998, $75,000
and $85,000; for 1999, $100,000 and $110,000; and for 2000,
$125,000 and $135,000.

Under the bill, an individual would not be considered an active
participant in an employer-sponsored retirement plan merely be-
cause the individual’s spouse is such an active participant. Thus,
the bill would permit a nonworking spouse to make a deductible
IRA contribution of up to $2,000 without regard to the present-law
income phaseouts. '

The bill would index the $2,000 IRA contribution limit in mul-
tiples of $500 after 1997.

Under the bill, the definition of coins eligible for the present-law
exception for IRA assets invested in collectibles would be amended.

The bill would permit taxpayers to make nondeductible contribu-
tions to new tax-free IRA Plus accounts.

The bill would permit withdrawals from an IRA or IRA Plus to
be exempt from the 10-percent additional tax on early withdrawals
(sec. 72(t)) if made (1) for a qualified first-time homebuyer; (2) in
the event of long-term unemployment, for any reason; (3) for the
post-secondary education expenses of the individual, the spouse of
the individual, or a dependent child of the individual or the individ-
ual’s spouse; and (4) in the case of distributions for medical pur-
poses, for any child, grandchild, or ancestor of the individual or the
individual’s spouse regardless of whether they are dependents of
the individual.

c. IRA Provisions in the Balanced Budget Act of 1995 (H.R.
2491, 104th Cong.)

The “Balanced Budget Act of 1995” (“BBA”) would have (1)
phased up the present-law income limits on IRA deductions until
phase out was $100,000 to $120,000 for married taxpayers (in
2007) and $85,000 to $95,000 for individuals (in 2007) and indexed
the income limits after 2007; (2) indexed the $2,000 contribution
limit; (3) provided that an individual is not an active participant
merely because his or her spouse is an active participant in an em-
ployer-sponsored retirement plan; (4) created nondeductible tax-
free IRAs (called American Dream IRAs); and (5) provided an ex-
ception from the 10-percent early withdrawal tax for IRA distribu-
tions for higher education expenses, first-time homebuyer expenses,
certain medical expenses, and long-term unemployment.

L
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d. IRA Provisions of the “American Family Tax Relief Act”
(S. 2) (Senator Roth and others) '

S. 2 would increase the AGI limits applicable to deductible IRA
contributions for active participants in 1997, 1998, 1999, and 2000.
Thereafter, the bill would repeal the limits on IRA deductions for
active participants in employer-sponsored retirement plans. In the
case of married taxpayers filing a joint return, for years before
2001, the IRA deduction for active participants would be phased
out between the following AGI amounts: for 1997, $65,000 and
$75,000; for 1998, $90,000 and $100,000; for 1999, $115,000 and
$125,000; and for 2000, $140,000 and $150,000. In the case of sin-
gle taxpayers, for years before 2001, the IRA deduction for active
participants would be phased out between the following AGI
amounts: for 1997, $50,000 and $60,000; for 1998, $75,000 and
$85,000; for 1999, $100,000 and $110,000; and for 2000, $125,000
and $135,000. The bill would provide that the IRA deduction limit
for any individual is coordinated with the limit on elective deferrals
under qualified cash or deferred arrangements and certain other
plans. Thus, an individual’s deductible contributions to an IRA and
?lectilv'e deferrals could not exceed the annual limit on elective de-
errals.

Under the bill, an individual would not be considered an active
participant in an employer-sponsored retirement plan merely be-
cause the individual’s spouse is such an active participant. Thus,
the bill would permit a nonworking spouse to make a deductible
IRA contribution of up to $2,000 without regard to the present-law
income phaseouts.

The bill would permit taxpayers to make nondeductible contribu-
tions to new tax-free IRA Plus accounts.

The bill would permit withdrawals from an IRA or an IRA Plus

to be made income tax free and exempt from the 10-percent addi-
tional tax if made (1) for the business start-up expenses of the indi-
vidual or the spouse of the individual; (2) in the event of long-term
unemployment, for any reason; or (3) for the post-secondary edu-
cation expenses of the individual, the spouse of the individual, or
a dependent child of the individual or the individual’s spouse.

3. Issues Related to IRAs and Saving

Economic analysis of IRAs generally

Deductible IRAs allow taxpayers to deduct IRA contributions
from income in the year contributed and pay income tax on the
contributions plus earnings when withdrawn. This treatment cre-
ates two potential tax benefits: (1) taxpayers effectively earn a tax-
free rate of return on IRA investments and (2) the contributions
may be taxed at a lower marginal tax rate than the taxpayer’s
marginal tax rate when the contributions were made because IRA
contributions are not taxed until withdrawn, at which time the tax-
payer may be retired.

S. 2, H.R. 446, the BBA and the President’s proposal would all

create a new type of nondeductible IRA, commonly referred to as
a back-end IRA. Withdrawals from a back-end IRA would not be

taxable if contributions are held in the back-end IRA for a certain

period of time.
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From an economic perspective, back-end IRAs receive tax treat-
‘ment generally equivalent to deductible IRAs. Because the tax-

payer does not deduct back-end IRA contributions from income and
pays no tax when amounts are withdrawn, the taxpayer is never
taxed on the income earned on the investment. Whether the de-
ductible IRA and back-end IRA are in fact economically equivalent
depends on the difference between the taxpayer’s marginal tax rate
in the year contributions are made and the marginal tax rate in
the year IRA funds are withdrawn. When marginal tax rates de-
crease over time (because tax rates change generally or taxpayers
fall into lower tax brackets), the deductible IRA is more advan-
tageous than the back-end IRA because the deductible IRA permits
taxpayers to defer payment of tax until tax rates are lower. When
marginal tax rates increase over time, a back-end IRA is more ad-
vantageous.

Additional differences exist between the deductible and back-end
IRAs in the proposals. First, because the dollar limit on contribu-
tions to both the deductible IRA and the back-end IRAs is $2,000,
the $2,000 back-end IRA contribution limit effectively increases the .
amount of tax-free saving that can be invested relative to the de-
ductible IRA. A back-end IRA permits a taxpayer to accumulate
tax-free income on $2,000 of after-tax dollars, whereas a $2,000 in-
vestment in a deductible IRA (which has not yet been subject to
tax) is equivalent to only $1,440 in after-tax dollars (assuming a
28-percent marginal tax rate).

Second, because the 10-percent additional income tax on early
withdrawals generally applies to the back-end IRA only during the
first 5 years after a contribution has been made to the IRA, in gen-
eral, the benefits of the back-end IRA are greater than those of the
deductible IRA for taxpayers who desire to invest funds in an IRA
for a relatively short period of time. However, because of the five
year holding period under the proposals, this advantage of the
back-end TRA exists only until a taxpayer attains age 59%2, after
which time the deductible IRA becomes more beneficial to the
short-term investor.

Present value of revenue cost of IRAs to the Federal Govern-
ment

Assessing the cost (in the form of forgone tax receipts) to the
Federal Government of IRAs may be more difficult than assessing
the costs of other tax provisions because IRAs change not only the
amount of tax collected, but also the timing of tax collections. Tra-
ditional budget score keeping accounts for the revenue effects of
proposed legislation on a cash-flow basis; in other words, the effect
of a provision or budget receipts for a fiscal period is estimated
without regard to whether the provision will also affect budget re-
ceipts in a subsequent period. This method scores deductible IRAs
as generating a larger revenue loss than back-end IRAs, because
more of the revenue loss occurs in the earlier years. However, a
present-value calculation demonstrates that the long-term cost to
the Federal Government of deductible IRAs and back-end IRAs will
be approximately equal, except for the effects of changes in tax
rates generally or for specific taxpayers, and the difference in the
effective contribution limits.
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Providing a choice between a deductible IRA and a back-end IRA
is likely to increase the overall cost of IRAs to the Federal Govern-
ment as compared to the cost of either option alone if taxpayers
make accurate judgments about their future tax rates. Taxpayers
who have reason to believe that their tax rates will decline over
time will be more likely to invest in the deductible IRA, and tax-
payers who believe their tax rate will increase over time or who in-
tend to invest for a relatively short period of time will generally
choose the back-end IRA. o &

Effectiveness of IRAs at increasing saving

IRAs have a number of attributes that may affect a taxpayer’s
saving decision. First, investments in IRAs earn a higher after-tax
rate of return than investments in other assets. Second, IRAs may
provide an incentive for retirement saving, as opposed to other
forms of saving. Third, deductible IRAs may provide a psychological
incentive to save in the case of taxpayers who owe the Federal Gov-
ernment income tax in excess of the amounts withheld and esti-
mated tax payments made during a year. Fourth, advertising of
IRAs by banks and other financial institutions may influence deci-
sions to save.

Deductible TRAs have been very popular with taxpayers. Con-
tributions to IRAs increased significantly when eligibility restric-
tions were eliminated in 1982. At the peak in 1985, over $38 billion

 was contributed to IRAs; this represented almost 33 percent of per-

sonal saving for that year. However, there is no consensus within
the economics profession as to the effect of the pre-1986 IRA rules
on personal saving. Some economists believe that IRAs had no ef-
fect on overall personal saving (i.e., they believe that IRA contribu-
tors merely shifted savings from one vehicle to another. Other
economists believe that IRAs increased personal saving. Still other
economists believe that IRAs would have eventually increased sav-
ing if the universally available deductible IRA had not been signifi-
cantly restricted by the Tax Reform Act of 1986. ‘ «

In 1985, 17.8 percent of all eligible returns reported contribu-
tions to an IRA. Of the returns reporting contributions, most (71
percent) reported AGI below $50,000. However, high-income tax-
payers contributed at a much higher rate than lower-income tax-
payers—61.8 percent of eligible returns with AGI of $50,000 or
above reported contributions to an IRA, while only 13.8 percent of
eligible returns with AGI below $50,000 reported contributions. =

Although research on the effectiveness of the pre-1986 IRA provi-
sions may shed light on the potential of the proposal to increase
saving, several differences should be noted. First, marginal tax
rates for most taxpayers are lower than they were before 1987.

" Thus, the tax advantages of IRAs are less valuable now than they

were before 1987. Second, the proposed IRAs permit penalty-free
withdrawals under different circumstances than the pre-1986 IRAs.
Third, the back-end IRAs permit penalty-free withdrawals after
only five years. Fourth, the growth of employer-based 401(k) sav-
ings plans may alter the attractiveness of IRAs for many tax-
payers. These differences may increase or decrease the effect of
IRAs on saving. :
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Issues relating to tax incentives for saving

Goals of tax incentives for savzng

- Some argue that tax incentives for savmg are appropriate be-
cause the income tax system penalizes saving by taxing the return
to income that is saved. This can affect both the national saving
rate, as well as the assets taxpayers accumulate for particular pur-
poses. Tax incentives for saving could be designed to encourage
saving for particular purposes or to increase national saving.

IRAs have historically been viewed as vehicles for retirement
saving. However, IRAs can provide substantial benefits to tax-
payers who are saving for nonretirement purposes. For example, if
funds are held in an IRA long enough, the taxpayer will benefit
from the IRA even after payment of the income tax and the 10-per-
cent early withdrawal tax.

Role of saving in the natwnal economy

~National saving is 1mportant to the economy because of its rela-
tlonshlp to investment. The sources for investment are national
saving and foreign investment. Increased investment increases the
capital stock, which leads to greater productivity, higher wages and
salaries, and increases in a nation’s standard of living. Because of
the p0531b111ty of foreign investment in the United States, a low
saving rate does not necessarily mean a low investment rate. How-
ever, when foreign saving finances domestic investment, the profits
from such investment are transferred abroad.

Net national savings declined through most of the 1980’s, and is
lower than that of other countries. Investment has declined as well
over this period; however, foreign investment has compensated for
some of the decline in domestic saving.

Adequacy of retirement savings

Social Security is the largest source of retirement income (40 per-
cent in 1992), followed by income from assets (21 percent in 1992),
earnings (17 percent in 1992), and private and government em-
ployee pensions (19 percent in 1992). The adequacy of retirement
income is commonly measured by the replacement rate, that is, the
ratio of retirement income to income during working years.

Available data indicate that Social Security and pension benefits
replace roughly 33 percent of career high earnings and 50 percent
of earnings over the last five years of employment. When spousal
benefits are taken into account, replacement rates are slightly
higher as a percentage of final earnings, averaging 30 to 33 percent
of highest earnings and 60 to 70 percent of earnings over the last
five years. These replacement rates are hlgher for individuals who
had lower earnings. =

It is not clear what an appropriate replacement rate is. A rate
lower than 100 percent may be adequate. For example, people may
desire to have more income during working years because some of
that income is saved for retirement. People may also have lower ex-
penses in retirement; for example, they may no longer be making
payments on a home. On the other hand, a replacement rate of 100
may be too low. For example, a retiree may face much higher medi-
cal expenses than a younger person.

K
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Although coverage by employer pension plans and Social Security
is expected to be higher for current workers than for current retir-
ees, the saving rate of current workers is lower than the rate at
which current retirees saved during their working lives. Also, it is
possible that the need for retirement income is increasing over time
because of increases in life expectancies, trends toward early retire-
ment, and rapid rises in medical costs.

C. Estate and Gift Taxation

1. Present Law

Under present law, a unified estate and gift tax is imposed on
lifetime transfers and transfers at death. A unified credit of
$192,800 is provided against the estate and gift tax, which effec-
tively exempts the first $600,000 in cumulative taxable transfers
from tax. For transfers in excess of $600,000, estate and gift tax
rates begin at 37 percent, and reach 55 percent on cumulative tax-
able transfers over $3 million. In addition, a 5-percent surtax is im-

osed upon cumulative taxable transfers between $10 million and
521,040,000, to phase out the benefits of the graduated rates and
the unified credit (i.e., if a taxpayer has made cumulative taxable
transfers exceeding $21,040,000, his or her average transfer tax
rate is 55 percent). A taxpayer may exclude $10,000 of gifts made
to any one donee during a calendar year. A marital deduction gen-
erally is permitted for the value of property transferred between
spouses. ‘ :

Generally, for Federal transfer tax purposes, the value of prop-
erty is its fair market value. Under Code section 2032A, however,
an executor may elect for estate tax purposes to value certain
“qualified real property” used in farming or another qualifying
closely-held trade or business at its current use value, rather than
its highest and best use value. Currently, the maximum reduction
in the value of such real property resulting from an election under
Code section 2032A is $750,000.

A deduction is allowed for estate and gift tax purposes for a con-
tribution of a qualified real property interest to a charity (or other
qualified organization) exclusively for conservation purposes. A con-
tribution will be treated as “exclusively for conservation purposes”
only if the conservation purpose is protected in perpetuity.

A generation-skipping transfer tax generally is imposed on trans-
fers, either directly or through a trust or similar arrangement, to
any beneficiary in a generation more than one generation below
that of the transferor. The generation-skipping transfer tax is im-
posed at a flat rate of 55 percent on cumulative generation-skip-
ping transfers in excess of $1 million. Because both the generation-
skipping transfer tax and the estate or gift tax can apply to the
same transfer, the combined marginal tax rate on a generation-
skipping transfer can be as high as 80 percent. Under the “pre-
deceased parent exception”, a direct skip transfer to a transferor’s
grandchild is not subject to the generation-skipping transfer tax if
the child of the transferor who was the grandchild’s parent is de-
ceased at the time of the transfer. o o

In general, the estate tax is due within nine months of a dece-
dent’s death. Under Code section 6166, an executor generally may
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elect to pay the Federal estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
" riod. If the election is made, the estate pays only interest for the
first four years, followed by up to 10 annual installments of prin-
cipal and interest. A special 4-percent interest rate applies to the
amount of deferred estate tax attributable to the first $1,000,000
in value of the closely-held business.

2. Legislative Background

Federal death taxes in this country, for most of its history, were
imposed primarily to finance wars or threat of war. The first Fed-
eral death tax in the United States was a stamp tax imposed in
1797. The first progressive estate tax (similar to that imposed
under present law) was adopted in 1916. Estate tax rates have var-
ied over the past 81 years, ranging from a 10-percent maximum
rate in 1916 to a 77-percent maximum rate in 1941. The first gift
tax was imposed in 1924. Although the gift tax was repealed in
1926, it was reinstated in 1932 and has continued ever since. In
1948, Congress provided the first marital deduction, allowing 50
percent of any property transferred to a spouse to be transferred
on a tax-free basis.

In 1976, Congress substantially restructured the Federal transfer
tax system, unifying the estate and gift taxes, and imposing the
first generation-skipping transfer tax. Since that time, tax rates
have been changed, and the scope of the taxes has been modified
to close perceived loopholes and to provide relief in certain cir-
cumstances. In addition, in 1981, an unlimited marital deduction
was adopted.

3. Summary of Proposals
a. President’s Fiscal Year 1998 Budget Proposal

The President’s budget proposal would make several modifica-
tions to the installment payment provisions of section 6166. The
proposal would increase the amount of value in a closely held busi-
ness that would be eligible for the special low interest rate, from
.$1,000,000 to $2,500,000. Interest paid on the deferred estate tax
would not be deductible for estate or income tax purposes, but the
4-percent rate would be reduced to 2 percent, and the deferred es-
tate tax on any value of a closely held business in excess of
$2,500,000 would be subject to interest at a rate equal to 45 per-
cent of the usual rate applicable to tax underpayments. The pro-
posal also would expand the availability and benefits of the holding
company exception. Finally, the proposal would authorize the Sec-
retary of the Treasury to accept security arrangements in lieu of
the special estate tax lien.

b. - The “Balanced Budget Act of 1995” (H.R. 2491, 104th
Cong.)

The BBA would have increased ratably the present-law unified
estate and gift tax credit over a six-year period beginning in 1996,
from an effective exemption of $600,000 to an effective exemption
of $750,000. After 2001, the effective exemption amount of
$750,000 would have been indexed annually for inflation. The BBA
also would have indexed annually for inflation the $10,000 annual
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exclusion for gifts, the $750,000 ceiling on special use valuation,
the $1,000,000 generation-skipping transfer tax exemption, and the
$1,000,000 ceiling on the value of a closely-held business eligible
for the special 4-percent interest rate, beginning in 2001,

The BBA would have provided special estate tax treatment for
certain qualified “family-owned business interests” if such interests
comprised more than 50 percent of a decedent’s estate. Subject to
certain requirements, the BBA would have excluded the first $1
million in value of qualified family-owned business interests from
the decedent’s estate and also would have excluded 50 percent of
the value of qualified family-owned business interests between $1
million and $2.5 million.

The BBA would have provided that an executor could elect to ex-
clude from the taxable estate 40 percent of the value of any land
subject to certain qualified conservation easements. The 40-percent
exclusion from estate taxes for land subject to a qualified conserva-
tion easement could only be taken to the extent that the value of
such land, plus the value of qualified family-owned business inter-
ests that qualify for the reduction in estate taxes, did not exceed
$5 million. If the value of the conservation easement is less than
30 percent of (1) the value of the land without the easement, re-
duced by (2) the value of any retained development rights, then the
exclusion percentage would be reduced by two percentage points for
each point that the above ratio falls below 30 percent.

The BBA would have expanded the generation-skipping transfer
tax exception for transfers to individuals with deceased parents to
apply also to transfers to collateral heirs, provided that the dece-
dent had no living lineal descendants at the time of the transfer.
In addition, the BBA would have extended the predeceased parent
exception to taxable terminations and taxable distributions, pro-
vided that the parent of the relevant beneficiary was dead at the
earliest time that the transfer (from which the beneficiary’s inter-
est in the property was established) was subject to estate or gift
tax. .

The BBA would have provided that the cash lease of specially-
valued real property by a lineal descendant of the decedent to a
member of the lineal descendant’s family, who continues to operate
the farm or closely held business, would not cause the qualified use
of such property to cease for purposes of imposing the additional
estate tax under section 2032A(c).

The BBA also would have made a number of estate and gift tax
simplification changes.

c. HR. 525 (Mr. Crane and others) and H.R. 902 (Mr. Cox
and others)

These bills would repeal the Federal estate and gift tax and the
Federal generation-skipping transfer tax for decedents dying, gifts
made, and generation-skipping transfers occurring after the date of
enactment.
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d. The “Family Business Protection Act” (Mr. McCrery and
others)

The proposal would increase ratably the present-law unified es-
tate and gift tax credit over a five-year period beginning in 1997,
from an effective exemption of $600,000 to an effective exemption
of $1,000,000. The bill also would modify the existing estate and

gift tax rate schedule. ' ’

" The proposal would provide special estate tax treatment for cer-
tain qualified “family-owned business interests” if such interests
comprised more than 50 percent of a decedent’s estate. Subject to
certain requirements, the proposal would exclude the first
$1,500,000 in value of qualified family-owned business interests
from the decedent’s estate, and also would exclude 50 percent of
the remaining value of qualified family-owned business interests.
Beginning in 1998, the $1.5 million threshold would be indexed an-
nually for inflation. ‘

Beginning in 1997, the proposal would index annually the.
$750,000 maximum reduction in the value of real property qualify-
ing for an election under section 2032A.

The proposal would provide that an executor could elect to ex-
clude from the taxable estate the value of any land subject to cer-
tain qualified conservation easements, and would also (1) exclude
a gift of land subject to a conservation easement from the Federal
gift tax upon the same terms as pertain to the exclusion from es-
tate taxes, (2) provide that the granting of a qualified conservation
easement would not be treated as a disposition triggering the re-
capture provisions of section 2032A, and (3) allow a charitable de-
duction to taxpayers making a contribution of a permanent con-
servation easement on property where a mineral interest has been
" retained and surface mining is possible, but its probability is “so
remote as to be negligible.”

Finally, the proposal would allow an exemption from the estate
tax for the value of certain qualified historic property that would
otherwise be included in a decedent’s gross estate.

. “e. The “American Family Tax Relief Act” (S. 2) (Senator

Roth and others)

The bill would increase ratably the present-law unified estate
and gift tax credit over an eight-year period beginning in 1997,
from an effective exemption of $600,000 to an effective exemption
of $1,000,000.

The bill would provide special estate tax treatment for certain
qualified “family-owned business interests” if such interests com-
prise more than 50 percent of a decedent’s estate. Subject to certain
requirements, the bill would exclude the first $1,500,000 in value
of qualified family-owned business interests from the decedent’s es-
tate and would also exclude 50 percent of the remaining value of
qualified family-owned business interests.

The bill would extend the period for which Federal estate tax in-
stallments could be made under section 6166 to a maximum period
of 24 years. If the election were made, the estate would pay only
interest for the first four years, followed by up to 20 annual install-
ments of principal and interest. There would be no interest im-

"
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osed on the amount of deferred estate tax attributable to the first
§1,000,000 in value of the closely held business.

4. Analysis of Issues
a. Scope of the estate and gift taxes

The percentage of decedents liable for the estate tax grew
throughout the postwar era reaching a peak in the mid-1970s. The
substantial revision to the estate tax in the mid-1970s% and subse-
quent further modifications in 1981 reduced the percentage of dece-
dents liable for the estate tax to less than one percent in the late
1980s. Since that time, the percentage of decedents liable for the
estate tax has gradually increased. This is the result of the inter-
action of three factors: a fixed nominal exemption; the effect of
price inflation on asset values; and real economic growth.

Since 1993, estate and gift receipts have been averaging double
digit rates of growth. The staff of the Joint Committee on Taxation
projects both revenues from the transfer taxes and the percentage
of decedents liable for estate tax will continue to grow over the
next decade. '

b. Comparison to transfer taxation in other countries

Among developed countries, an inheritance tax is more common
than the type of estate tax that is imposed in the United States.
Because the U.S. estate and gift tax exempts transfers between
spouses, provides an effective additional exemption of $600,000
through the unified credit, and exempts $10,000 per donee, the
United States may have a larger exemption (a larger zero-rate tax
bracket) than many other developed countries. However, marginal
tax rates on taxable transfers in the United States generally are
greater than those in other countries.

c. Economic issues

Taxes on accumulated wealth are taxes on the stock of capital
held by the taxpayer. As a tax on capital, issues similar to those
that arise in analyzing any tax on the income from capital arise.
Some economists believe that an individual’s bequest motives are
important to understanding saving behavior and aggregate capital
accumulation. Others question the importance of the bequest mo-
tive in national capital formation. Regardless of any potential effect
on aggregate saving, the transfer tax system may affect the com-
position of investment. In particular, some observers note that the
transfer tax system may impose special cash flow burdens on small
or family-owned businesses. Taxes on wealth transfer also may af-
fect individuals’ labor supply decisions. Some suggest that, in addi-
tion to their role in producing Federal revenue, the transfer taxes
may help prevent an increase in the distribution of wealth. Ana-
lysts have been unable to quantify what role tax policy might have
played in any changes in wealth distribution over the past 70
years.

5 See description of changes made to the estate tax in 1976 in Part 1.C.2,, above.



II. CAPITAL GAINS AND LOSSES
""" A, Present Law o
In general

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset (sec. 1001).6 On the sale or exchange of capital assets, the net
capital gain is taxed as ordinary income, except that the net capital
gain of noncorporate taxpayers is subject to a maximum marginal
rate of 28 percent.

Net capital gain; holding period R
Net capital gain is the excess of net long-term capital gain for
the taxable year over the net short-term capital loss for the year

(sec. 1222). Long-term capital gain is defined as gain from the sale
or exchange of a capital asset held for more than one year.

Capital losses

Capital losses are generally deductible in full against capital
gains (sec. 1211).7 In addition, in the case of noncorporate tax-
payers, such losses may be deducted against ordinary income, up
to a maximum of $3,000 in each year. Noncorporate taxpayers can
carry forward capital losses in excess of these limitations to future
years indefinitely, but may not carry back the losses to prior years.
Corporate taxpayers generally may carry back capital losses three
years and forward five years (sec. 1212).

Capital assets

A “capital asset” generally means any property held by the tax-
payer except for the following specified classes: (1) inventory, stock
in trade, or property held primarily for sale to customers in the or-
dinary course of the taxpayer’s trade or business, (2) depreciable or
real property used in the taxpayer’s trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receiv-
able, or (5) certain U.S. publications (sec. 1221).

Certain depreciable property, nondepreciable business prop-
erty, and special assets

A special rule (sec. 1231) applies to gains and losses on the sale,
exchange, or involuntary conversion of certain' noncapital assets.

6 There are certain exceptions to this rule. For example, regulated futures contracts and cer-
tain cther items must be “marked to market” as gain or loss accrues even though there has
been no disposition of the asset. ) )

7 However, section 165 generally denies individuals a deduction for losses not incurred in a
trade or business unless such losses are incurred in a transaction entered into for profit or qual-
ify as deductible casualty losses. See also section 267 (disallowance of deduction for certain
losses from sale or exchange of property between related persons) and section 1092 (limitation
on current deductibility of losses in the case of straddles).

(20)
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Net gains from such assets (in excess of depreciation recapture) are
treated as long-term capital gains but net losses are treated as or-
dinary losses. However, net gain from such property is recharacter-
ized as ordinary income to the extent net losses from such property
in the previous five years were treated as ordinary losses. The as-
sets eligible for this treatment include depreciable property or land
held for more than one year and used in a trade or business (if not
includible in inventory and not held primarily for sale to customers
in the ordinary course of business), as well as certain special assets
including timber, coal, domestic iron ore, certain livestock and cer-
tain unharvested crops.

Paients

Under certain circumstances, the holder of a patented invention
may transfer his or her rights to the patent and treat amounts re-
ceived as proceeds from the sale of a capital asset, whether or not
%he pi'gcee)ds are contingent on the use or productivity of the patent

sec. 1235). ‘ ‘

Regulated futures contracts _

Under present law, unlike most assets (with respect to which no
gain or loss is realized until a disposition), regulated futures con-
tracts, foreign currency contracts, nonequity options and dealer eg-
uity options are “marked-to-market” as gain or loss accrues (sec.
1256). Forty percent of the gain or loss is treated as short-term
gain or loss and 60 percent of the gain or loss is treated as long-
term gain or loss. Individuals who have a net loss from such con-
tracts may elect to carry the loss back three years against prior net
gain from such contracts.

Gains on certain small business stock

The Revenue Reconciliation Act of 1993 provided a 50-percent ex-
clusion for gain from the sale of stock in certain corporations that
was acquired at original issuance when the corporation had aggre-
gate gross assets of not more than $50 million and was held for
more than five years. One-half of the excluded gain is a minimum
tax preference. The amount of gain eligible for the 50-percent ex-
clusion is limited to the greater of (1) 10 times the taxpayer’s basis
%n the sto;:k or (2) $10 million gain from stock in that corporation
sec. 1202).

Losses on small business stock

An individual may treat as an ordinary loss up to $50,000
($100,000 in the case of a joint return) on the loss from the disposi-
tion of small business corporation stock originally issued to the in-
dividual (or to a partnership having the individual as a partner)
(sec. 1244). A small business corporation is a corporation engaged
in the active conduct of a trade or business whose equity capital
does not exceed $1,000,000. : ’

Certain foreign corporate stock

Special rules recharacterize as ordinary income a portion of gain
on the sale or exchange of certain foreign corporate stock, in order
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to compensate for the deferral of U.S. tax on corporate earnings
and profits accumulated abroad (secs. 1246, 1248). .

Collapsible property

The distinction between capital gains and ordinary income has
led to numerous attempts to realize the value of an antlclpated fu-
ture ordinary income stream through the sale of a “capital” asset,
such as stock in a corporation, or an interest in a partnership, that
holds the income-producing asset.

Present law contains statutory rules intended to prevent such
use of partnerships and corporations to convert what otherwise
would be ordinary income into capital gains from the disposition of
stock or a partnership interest. These prov1s10ns (secs. 341 and
751) are known respectively as the “collapsible” corporation and

“collapsible” partnership provisions.

Similarly, certain partnership rules relating to basis allocations

(secs. 732 and 755) are intended to prevent conversion of ordinary
income to capital gain by preventing allocations of basis from cap-
ital assets to ordinary income assets in certain partnership trans-
actions.

Conversion transactions

The Revenue Reconciliation Act 6f 1993 prov1ded that capital
gain from the disposition of property that was part of a “conversion
transaction” would be recharacterized as ordinary income, with cer-
tain specified hmlta*lons (sec. 1258).

In general, a “conversion transaction” is a transaction, generally
consisting of two or more positions taken with regard to the same
or similar property, where substantially all of the taxpayer’s return
is attributable to the time value of the taxpayer’s net investment
in the transaction. To be classified as a “conversion transaction,” a
transaction must also satisfy one of the following four criteria: (1)
the transaction consists of the acquisition of property by the tax-
payer and a substantially contemporaneous agreement to sell the
same or substantially identical property in the future; (2) the
transaction is a straddle, within the meaning of the straddle rules
(sec. 1092); (3) the transaction is one that was marketed or sold to
the taxpayer on the basis that it would have the economic char-
acteristic of a loan but the interest-like return would be taxed as
capital gain; or (4) the transaction is described as a conversion
transaction in regulations promulgated the Treasury. (No such reg-
ulations have been issued.)

Recapture provisions

Depreciation recapture rules recharactenze as ordmary income a
portion of gain upon dispositions of depreciable property. These
rules vary with respect to the type of depreciable property. Under
the modified accelerated cost recovery system (“MACRS”), for per-
sonal property, previously allowed depreciation (up to the amount
of realized gain) is generally recaptured as ordinary income (sec.
1245). In the case of real property using the straight-line method
of depreciation (the only method generally permitted for real prop-
erty placed in service under MACRS), there is no depreciation re-
capture upon disposition if the asset is held for more than one year

-
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(sec. 1250). For real property to which the MACRS does not apply,
generally, the excess of depreciation deductions over the straight-
Tine method is recaptured as ordinary income. Special rules apply
to certain non-residential property and to certain low-income hous-
ing.

Similar recapture rules apply to dispositions of oil, gas, geo-
thermal or other mineral property. These rules require ordinary in-
come recapture (up to the amount of realized gain) of previously de-
ducted intangible drilling and development costs, mining expenses,
and depletion (sec. 1254).

Nonrecognition transactions

Under various nonrecognition provisions, realized gains and
losses in certain transactions are deferred for tax purposes. Exam-
ples of such nonrecognition transactions include certain corporate

~ reorganizations, certain like-kind exchanges of property, and invol-

untary conversions followed by an acquisition of replacement prop-
erty (secs. 361, 1031, and 1033). Generally, nonrecognition treat-
ment defers gain or loss for tax purposes by providing a carryover
basis from the old holder to the new holder or a substitution of
basis from the old property to the new property. = R

In addition, the Revenue Reconciliation Act of 1993 permitted
any corporation or individual to elect to roll over without payment
of tax any capital gain realized upon the sale of publicly-traded se-
curities where the corporation or individual uses the proceeds from
the sale to purchase common stock or a partnership interest in a
specialized small business investment company within 60 days of
the sale of the secufities (sec. 1044). : ‘

Capital gains on sale of principal residence

Rollover of gain.—No gain is recognized on the sale of a principal
residence if a new residence at least equal in cost to the sales price
of the old residence is purchased and used by the taxpayer as his
or her principal residence within a specified period of time (sec.
1034). This replacement period generally begins two years before
and ends two years after the date of sale of the old residence, The
basis of the replacement residence is reduced by the amount of any
gain not recognized on the sale of the old residence by reason of
this gain rollover rule. .

One-time exclusion.—In general, an individual, on a one-time
basis, may exclude from gross income up to $125,000 of gain from
the sale or exchange of a principal residence if the taxpayer (1) has
attained age 55 before the sale, and (2) has owned the property and
used it as a principal residence for three or more of the five years
preceding the sale (sec. 121).

Loss on sale of a principal residence.—A loss on the sale or ex-
chanlgie of a principal residence is treated as a nondeductible per-
sonal loss.

Investment interest limitations

‘The amount of investment interest that an individual may de-
duct in a taxable year is limited to the amount of net investment
income for that year (sec. 163). Excess amounts of investment in-
terest are carried forward. To the extent an individual elects to
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treat long-term capital gain as investment income for purposes of
computing the investment interest limitation, that amount of net
cz(:llg;)tal gain does not qualify for the maximum 28-percent rate (sec.
1 .

Basis step up at death

At death, income tax on unrealized capital gains on an individual
taxpayer’s assets is forgiven, due to the step up in basis such as-
sets receive (sec. 1014).8

B. Legislative Background

Reduced tax rate for capital gains

Noncorporate capital gains were taxable at reduced rates from
1921 through 1987. The Revenue Act of 1921 (“1921 Act”) provided
for a maximum 12.5 percent tax on gain on property held for profit
or investment for more than two years (excluding inventory or
property held for personal use). Because of the relatively low tax
rates on ordinary income during the 1920s and 1930s, this provi-
sion benefited only higher bracket taxpayers.

The system of capital gains taxation in effect prior to the Tax Re-
form Act of 1986 dated largely from the Revenue Act of 1942 (“1942
Act”). The 1942 Act provided for a 50-percent exclusion for noncor-
porate capital gains or losses on property held for more than six
months. The 1942 Act also included alternative maximum rates on
capital gains taxes for noncorporate and corporate taxpayers. The
basic structure of the 1942 Act was retained under the Internal
Revenue Code of 1954.

The Revenue Act of 1978 (“1978 Act”) increased the exclusion for
noncorporate long-term capital gains from 50 to 60 percent and re-
pealed the alternative maximum rate. Together with concurrent
changes in the noncorporate minimum tax, this had the effect of re-
ducing the highest effective rate on noncorporate capital gains from
approximately 49 percent® to 28 percent. The reduction in_the
maximum individual rate from 70 to 50 percent under the Eco-
nomic Recovery Tax Act of 1981 reduced the maximum effective
capital gains rate from 28 percent to 20 percent.

The Tax Reform Act of 1986 (“1986 Act”) repealed the provisions
granting reduced rates for capital gains, fully effective beginning in
1988. The 1986 Act provided that the maximum rate on capital
gains (i.e., 28 percent) would not be increased in the event the top
individual rate was increased by a subsequent public law (unless
that law specifically increased the capital gains tax rate). The Rev-
enue Reconciliation Act of 1990 raised the maximum individual
rate to 31 percent, and the Revenue Reconciliation Act of 1993

"% Such appre Such appreciation ml%ht give rise to Federal estate and gift tax. The value of stock or other
assets hehip at death would be included in the decedent’s gross estate and, if not passing to a
surviving spouse or to charity, the decedent’s taxable estate as well.

The extent to which such inclusion gives rise to Federal estate and gift tax depends on the
value of the decedent’s cumulative taxable transfers. The Federal estate and gift tax rates begin
at 18 percent on the first $10,000 of cumulative taxable transfers and reach 55 percent on cumu-
lative taxable transfers over $3 million. A unified credit in effect generally exempts the first
$600,000 in cumulative taxable transfers from estate and gift tax. The graduated rates and uni-
fied credit are phased out by a 5-percent surtax imposed on cumulative taxable transfers in ex-
cess of $10 million and not exceedmg $21,040,000.

The 49- -percent rate resulted in certain cases where the taxpayer was subject to the individ-
ual “add-on” minimum tax and the maximum tax “earned income” limitation. )

(14
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raised the top tax rate to 39.6 percent. Neither Act raised the max-
imum individual capital gains rate.

The Internal Revenue Code of 1954 as originally enacted pro-
vided for an alternative tax rate of 25 percent on corporate capital
gains. The Tax Reform Act of 1969 raised this rate to 30 percent.
The 1978 Act reduced the alternative rate to 28 percent. The 1986
Act repealed the alternative rate.

Holding period

Under the 1921 Act, the alternative maximum rate for capital
gains applied to property held for more than two years. Since that
time, Congress has, on several occasions, adjusted the holding pe-
riod required for reduced capital gains taxation.

The Revenue Act of 1934 (“1934 Act”) provided for exclusion of
varying percentages of capital gains and losses d?ending upon the
period for which an asset was held. Under that Act, 20 percent of
capital gains was excludible if an asset was held for one to two
years, 40 percent if an asset was held for two to five years, and 60
percent if the asset was held for between five and ten years. Where
an asset had been held for more than 10 years, 70 percent of cap-
ital gains was excluded. ; ; N

The Revenue Act of 1938 (“1938 Act”) provided for two classes of
long-term capital gains. For assets held for 18 months to two years,
a 33-percent exclusion was allowed. Where assets were held for
more than two years, a 50-percent exclusion was provided. No ex-
clusion was allowed for assets held for 18 months or less. The 1938
Act also provided alternative ceiling rates applicable to the same
holding periods as the capital gains exclusions.

In the Revenue Act of 1942 (“1942 Act”), Congress eliminated the
intermediate holding period for capital gains purposes. The 1942
Act provided for two categories of capital assets: assets held for
more than six months (long-term capital assets), for which a 50-
percent exclusion was allowed; and assets held for six months or
less (short-term capital assets), for which no exclusion was pro-
vided. The alternative tax rates on individual and corporate net
capital gains (i.e., the excess of net long-term capital gains over
short-term capital losses) were based upon the same six-month
holding period.

A six-month holding period for long-term capital gains treatment
remained in effect from 1942 through 1976. The Tax Reform Act
of 1976 (“1976 Act”) increased the holding period to nine months
for 1977 and to one year for 1978 and all subsequent years. The
Deficit Reduction Act of 1984 reduced the holding period to six
months for property acquired after June 22, 1984, and before 1988.
After 1988, the holding period is one year. ‘

Treatment of gain and loss on deprecidblé assetsand land '
used in trade or business

Depreciable property used in a trade or business was excluded
from the definition of a capital asset by the 1938 Act, principally
because of the limitation on deductibility of losses imposed by the.
1934 Act. This step was motivated in part by the desire to remove
possible tax deterrents to the replacement of antiquated or obsolete
assets such as equipment, where depreciation would be fully de-
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ductible against ordinary income if the asset were retained, but
loss would be subject to the capital loss limitations if the asset
were sold.

- The availability of capital gain treatment for gains from sales of
depreciable assets stems from the implementation of excess profits

+ taxes during World War II. Many depreciable assets, including

manufacturing plants and transportation equipment, had appre-
ciated substantially in value when they became subject to con-
demnation or requisition for military use. Congress determined
that it was unfair to tax the entire appreciation at the high rates
applicable to wartime profits. Accordingly, in the 1942 Act, gains
from wartime involuntary conversions were taxed as capital gains.
The provision was extended to voluntary dispositions of assets
since it was not practical to distinguish condemnations and invol-
untary dispositions from sales forced upon taxpayers by the im-
plicit threat of condemnation or wartime shortages and restrictions.

The 1938 Act did not exclude land used in a trade or business -
from the capital asset definition. Since basis would have to be allo-
cated between land and other property for purposes of depreciation
in any event, the differing treatment of land used in a trade or
business and depreclable property used in a trade or business was
not viewed as creating serious allocation difficulties.

However, in the 1942 Act, Congress excluded land used in a
trade or business from the definition of a capital asset and ex-
tended to such property the same special capital gain/ordinary loss
treatment afforded to depreciable trade or business property.

In 1962, Congress required that depreciation on section 1245
property (generally, personal property) be recaptured as ordinary
income on the disposition of the property. In 1964, Congress re-
quired that a portion of the accelerated depreciation on section
1250 property (generally, real property) be recaptured as ordinary
income. Subsequent amendments have required that the entire
amount of accelerated depreciation on section 1250 property be re-
captured as ordinary income. However, any depreciation taken to
the extent allowable under the straight-line method is generally
not recaptured as ordinary income, but rather creates capital gain.

Capital losses

N oncorporate taxpayers

In the early years of the Federal income tax, lossés from invest-
ments not connected with a trade or business were not deductible
even against gains from similar transactions. This rule was
changed in 1916 to allow deductions for transactions entered into
for profit (but only to the extent of gains from similar transactions).
The rule was further adjusted by the Revenue Act of 1918.

The 1921 Act provided that net capital losses were deductible in
full against capital gains or ordinary income. Because capital gains
at this time were taxable at a maximum 12.5-percent rate, but cap-
ital losses could be used to offset income taxable at higher rates,
this rule resulted in substantial revenue loss. Accordingly, the rule
was amended by the 1924 Act to limit the tax benefit from capital
losses to 12.5 percent of the amount of such losses. The 1924 Act
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?lso repealed the previously existing carryforward for excess capital
osses. . o
Under the 1934 Act, the percentage exclusion for net capital
gains was made dependent upon the length of time for which the
property was held. In conjunction with this change, the 1932 Act
allowed equivalent percentages of capital losses to be deducted
against capital gains and, in the event of any excess, against
$2,000 of ordinary income. The $2,000 limit on the amount of ordi-
nary income against which capital losses could be deducted was
motivated by the fact that some very wealthy investors had been
able to eliminate all their income tax liability by deducting losses
incurred in the stock market crash against ordinary income.

Under the 1942 Act, capital losses could offset up to $1,000 of or-
dinary income with a carryforward of unused losses. The 1976 Act
increased this amount to $3,000. Between 1970 and 1986, the net
long-term loss that could be carried forward was reduced by $2 for
every dollar of loss that offset ordinary income.

In 1958, individuals were allowed to deduct up to $25,000
($50,000 on a joint return) of loss from the disposition of stock in”
a small business corporation as an ordinary loss. These limitations
were doubled in the 1978 Act.

Corporate taxpayers ,

The 1942 Act provided a five-year carryforward of unused_cor-
porate capital losses. In 1969, a three-year carryback was added.

C. Description of Proposals

1. The “Capital Gains Tax Reduction Act of 1997” (H.R. 14)
(Mr. Dreier and others)

a. Maximum capital gains tax rate for individuals

H.R. 14 would provide individuals with a maximum capital gains
rate of 14 percent (7.5 percent for capital gains otherwise taxed at
the 15-percent rate). The maximum rate would apply for purposes
of the regular tax and the alternative minimum tax. The 50-per-
cent exclusion for gain from small business stock would be re-
pealed.

The provision generally would apply to taxable years beginning
after December 31, 1996.

b. 28-percent corporate alternative tax for capital gains

" The bill would provide an alternative tax of 28 percent on the net
capital gain of a corporation if that rate is less than the corpora-
tion’s regular tax rate. ,
The provision generally would apply to sales and exchanges of
capital assets after December 31, 1996. '

c. Indexing of basis of certain assets for purposes of deter-
mining gain
In general

The bill generally would provide for an inflation adjustment to
G.e., indexing of) the adjusted basis of certain assets (called “in-
dexed assets”) for purposes of determining gain and loss upon a.
sale or other disposition of such assets held more than three years

38~759 - 97 - 2
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by a taxpayer other than a C corporation. Assets held by trusts, es-
tates, S corporations, regulated investment companies (“RICs”),
real estate investment trusts (“REITs”), and partnerships are eligi-
ble for indexing, to the extent gain or loss on such assets is taken
into account by taxpayers other than C corporations.

Indexed assets

Assets eligible for the inflation adjustment generally would in-
clude common (but not preferred) stock of C corporations and tan-
gible property that are capital assets or property used in a trade
or business. To be eligible for indexing, an asset must be held by
the taxpayer for more than three years.

Computation of inflation adjustment

The inflation adjustment under the provision would be computed
by multiplying the taxpayer’s adjusted basis in the indexed asset .
by an inflation adjustment percentage. The inflation adjustment
* percentage would be the percentage by which the gross domestic
product deflator for the last calendar quarter ending before the dis-
position exceeds the gross domestic product deflator for the last cal-
endar quarter ending before the asset was acquired by the tax-
payer, or the quarter ending December 31, 1996, whichever is later.
The inflation adjustment percentage would be rounded to the near-
est one-tenth of a percent. No adjustment would be made if the in-
flation adjustment is one or less.

Special entities

RICs and REITs

In the case of a RIC or a REIT, the indexing adjustments gen-
erally would apply in computing the taxable income and the earn-
ings and profits of the RIC or REIT. The indexing adjustments,
however, would not be applicable in determining whether a cor-
poration qualifies as a RIC or REIT. o

In the case of shares held in a RIC or REIT, partial indexing
generally would be provided by the provision based on the ratio of
- the value of indexed assets held by the entity to the value of all
its assets. The ratio of indexed assets to total assets would be de-
termined quarterly (for RICs, the quarterly ratio would be based on
a three-month average). If the ratio of indexed assets to total assets
exceeds 80 percent in any quarter, full indexing of the shares
would be allowed for that quarter. If less than 20 percent of the
assets are indexed assets in any quarter, no indexing would be al-
lowed for that quarter for the shares. Partnership interests held by
a RIC or REIT would be subject to a look-through test for purposes
of determining whether, and to what degree, the shares in the RIC
or REIT are indexed. , . :

A return of capital distribution by a RIC or REIT generally
would be treated by a shareholder as allocable to stock acquired by
the shareholder in the order in which the stock was acquired.

- Partnership and S corporations, etc.

Under the bill, stock in an S corporation or an i‘rit'eféfsl‘t;“in a part-
nership or common trust fund would not be an indexed asset.
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Under the provision, the individual owner would receive the benefit
of the indexing adjustment when the S corporation, partnership, or
common trust fund disposes of indexed assets. Under the provision,
any inflation adjustments at the entity level would flow through to
the holders and result in a corresponding increase in the basis of
the holder’s interest in the entity. Where a partnership has a sec-
tion 754 election in effect, a partner transferring his interest in the
partnership would be entitled to any indexing adjustment that has
accrued at the partnership level with respect to the partner and
the transferee partner is entitled to the benefits of indexing for in-
flation occurring after the transfer. '

The indexing adjustment would be disregarded in determining
any loss on the sale of an interest in a partnership, S corporation
or common trust fund.

Foreign corporations

Common stock of a foreign corporation generally would be an in-
dexed asset if the stock is regularly traded on an established secu-

rities market. Indexed assets, however, would not include stock in

a foreign investment company, a passive foreign investment com-
pany (including a qualified electing fund), a foreign personal hold-
ing company, or, in the hands of a shareholder who meets the re-

quirements of section 1248(a)(2) (generally pertaining to 10-percent

shareholders of controlled foreign corporations), any other foreign

T .

corporation. An American Depository Receipt (ADR) for common

stock in a foreign corporation would be treated as common stock in

the foreign corporation and, therefore, the basis in an ADR for com-
mon stock generally would be indexed.

Other rules

Improvements and contributions to capital

No indexing would be provided for improvements or contributions
to capital if the aggregate amount of the improvements or contribu-
tions to capital during the taxable year with respect to the property
or stock is less than $1,000. If the aggregate amount of such im-
provements or contributions to capital is $1,000 or more, each addi-
tion would be treated as a separate asset acquired at the close of
the taxable year. - '

Suspension of holding period
No indexing adjustment would be allowed during any period dur-
ing which there is a substantial diminution of the taxpayer’s risk
of loss from holding the indexed asset by reason of any transaction
entered into by that the taxpayer, or a related party.

Short sales

In the case of a short sale of an indexed asset with a short sale

period in excess of three years, the bill would require that the
amount realized be indexed for inflation for the short sale period.

Related parties

The bill would not index the basis of property for sales or disposi-

tions between related persons, except to the extent the adjusted
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basis of property in the hands of the transferee is a substituted
basis (e.g., gifts).

Collapsible corporations

Under the bill, indexing would not reduce the amount of ordinary
gain that would be recognized in cases where a corporation is treat-
ed as a collapsible corporation (under sec. 341) with respect to a
distribution or sale of stock. :

- The provision would apply to dispositions of property after De-
cember 31, 1996.

2. The “Enterprise Capital Formation Act of 1997” (H.R. 420)
(Mr. Matsui and Mr. English)

H.R. 420 would amend the rules relating to gain on certain small
business stock by: (1) increasing the exclusion to 75 percent (this
would create an effective maximum rate of tax on qualifying stock
of 7 percent for individuals and 8.75 percent for corporations); (2)
reducing the holding period from five to three years; (3) making
corporations eligible for the exclusion, (4) repealing the minimum
tax preference; (5) increasing the maximum size of the corporation
from $50 million to $100 million, adjusted for inflation occurring
after 1996; (6) repealing the $10-million per issuer limitation; (7)
amending the working capital and the redemption rules; (8) allow-
ing hotels, motels, and restaurants to be a qualified small business;
and (9) allowing taxpayers to rollover gain from the sale or ex-
change of small business stock held more than three years if the
proceeds are used to purchase other qualifying small business stock
within 60 days of the original sale. The holding period of replace-
ment stock would take the holding period of the stock it replaced.

The provisions generally would apply to stock issued after Au-
gust 10, 1993. However, the provisions relating to the holding pe-
riod, corporate shareholders, and the size of the business would
apply only to stock issued after date of enactment, unless the tax-
payer elects to recognize any gain that has accrued on the date of
enactment. The rollover provision would apply to stock issued after
date of enactment.

3. The “Return Capital To The American People Act” (H.R.
1033) (Ms. Dunn and others)
a. 50-percent capital gains deduction

The bill would allow all taxpayers (both individual and corporate)
a deduction equal to 50 percent of net capital gain for the taxable
year. The bill would repeal the present-law maximum 28-percent
rate. Thus, the effective rate on the net capital gain of an individ-
ual in the highest (i.e., 39.6 percent) rate bracket would be 19.8
percent, and the effective rate for a corporation in the 35-percent
bracket would be 17.5 percent. ;

‘The bill would reinstate the rule in effect prior to the 1986 Tax
Reform Act that required two dollars of the long-term capital loss
of an individual to offset one dollar of ordinary income. The $3,000
limitation on the deduction of capital losses against ordinary in-
come would continue to apply. o
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Numerous conforming amendments would be made generally to
reinstitute the capital gains deduction system in effect prior to the
Tax Reform Act of 1986.

The provision generally would apply to dlsposmons after Decem-
ber 31, 1996. , ‘

b. Gain from sale of small business stock

The bill would make the same changes relatmg to gam on certam
small business stock as would H.R. 420, except indexing of the
$100 million business asset limitation would apply to inflation after
1997.

The provisions would be effective on the same dates as prov1ded
by H.R. 420, except the increase in the business asset limitation
would be effective on August 10, 1993

c. Indexing of basis of certain assets for purposes of deter-
“mining gain

The bill generally would provide for an inflation adJustment to
(ie., indexing of) the adjusted basis of certain assets (called “in-
dexed assets”) in a manner similar to H.R. 14 except that indexing
would apply to all taxpayers, not only individual taxpayers. B

The provision would apply to dispositions of property the holdlng
period of which begins after December 31, 1996. The provision also_
would apply to a principal residence held by the taxpayer on Janu-
ary 1, 1997 (as if the holding period began on that date). An indi-
vidual holding any indexed asset (other than a personal residence)
on January 1, 1997, may elect to treat the indexed asset as having
been sold and reacqmred for its fair market value. If the election
is made, any gain is recognized (and any loss is disallowed).

d. Capital loss deduction on the sale or exchange of a
principal residence

The bill would prov1de that a loss from the sale or exchange of "
a principal residence would be treated as a deductible capital loss.
N The provision would apply to sales and exchanges after Decem-
er 31, 1996.

4. Exclusion of Capital Gains on Sale of Prmclpal Resulence '
(The President’s Fiscal Year 1998 Budget Proposal)

A taxpayer generally would be able to exclude up to $250,000
($500,000 if married filing a joint return) of capital gain reahzed
on the sale or exchange of a principal residence. The exclusion
would be allowed each time a taxpayer selling or exchanging a-
principal residence meets the eligibility requirements, but gen-
erally no more frequently than once every two years. The proposal
provides that gain would be recognized to the extent of any depre-
ciation allowable with respect to the rental or business use of such
principal residence for periods after December 31, 1996.

To be eligible for the exclusion, a taxpayer must have owned a
residence and occupied it as a principa] residence for at least two
of the five years prior to the sale or exchange of the residence. A
taxpayer who is forced to sell without meeting these requirements
(e.g., because of a change of place of employment or medical rea-
sons) would be able to exclude the fraction of the $250, 000
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($500,000 if married filing a joint return) equal to the fraction of
two years that these requirements are met.

In the case of joint filers not sharing a principal residence, an ex-
clusion of $250,000 would be available on a qualifying sale or ex-
change of the principal residence of one of the spouses. Similarly,
if a single taxpayer who is otherwise eligible for an exclusion mar-
ries someone who has used the exclusion within the two years prior
to the marriage, the proposal would allow the newly married tax-
payer a maximum exclusion of $250,000. Once both spouses satisfy
the eligibility rules and two years have passed since the last exclu-
sion was allowed to either of them, the taxpayers may exclude
$500,000 of gain on their joint return. '

The proposal would be available for all sales or exchanges of a

_principal residence occurring on or after January 1, 1997, ‘and
would replace the present-law rollover and one-time exclusion pro-
visions applicable to principal residences. In the case of sales or ex-
changes occurring between January 1, 1997 and the date of enact-
ment, taxpayers could elect whether to apply the new exclusion or
prior law. For a taxpayer who acquired his or her current principal
residence in a rollover transaction within the five years prior to the
date of enactment, the residency requirement of the proposal would
be applied by taking into account the period of the taxpayer’s resi-
dence in the previous principal residence.

5. “American Family Tax Relief Act” (S. 2) (Senator Roth
and others)

a. 50-percent capital gains deduction for individuals

S. 2 would allow individuals a deduction equal to 50 percent of
net capital gain for the taxable year in a manner similar to H.R.
1033, except collectibles would not be allowed the capital gains de-
duction; instead a maximum rate of 28 percent would apply to the
gain of an individual from the sale or exchange of collectibles held
for more than one year if the individual did not index the basis of
the collectible.

The provision would generally apply to sales and exchanges of
capital assets after December 31, 1996.

b. Indexing of basis of certain assets for purposes of deter-
mining gain .

The bill generally would provide for an inflation adjustment to
(i.e., indexing of) the adjusted basis of certain assets (called “in-
dexed assets”) in a manner similar to H.R. 14 except that indexing
would apply only for purposes of determining gain (not loss).

The indexing provision would have the same effective date as
does H.R. 1033.

c. Gain from sale of small business stock

Under the bill, the maximum rate of regular tax on the qualify-
ing gain from the sale of small business stock by a taxpayer other
than a corporation would remain at 14 percent. The minimum tax
preference would be repealed. .

The bill would increase the size of an eligible corporation from
gross assets of $50 million to gross assets of $100 million. The bill
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also would repeal the limitation on the amount of gain an individ-
ual can exclude with respect to the stock of any corporation.

The bill would provide that certain working capital must be ex-
pended within five years (rather than two years) in order to be
treated as used in the active conduct of a trade or business. No
limit on the percent of the corporation’s assets that are working
capital would be imposed.

The bill would provide that ‘if the corporation establishes a busi-
ness purpose for a redemption of its stock, that redemption is dis-
regarded in determining whether other newly issued stock could
qualify as eligible stock.

The increase in the size of corporations whose stock is eligible for
the exclusion would apply to stock issued after the date of the en-
actment of the bill. The remaining provisions would apply to stock
issued after August 10, 1993 (the original effective date of the
small business stock provision).

d. 28-percent corporate alternative tax for capital gains

The bill would provide an alternative tax of 28 percent on the net
capital gain of a corporation if that rate is less than the corpora-
tion’s regular tax rate.

The bill also would provide an alternative rate of 21 percent on
the gain from the sale or exchange of qualified small business stock
(other than stock of a subsidiary corporation) held more than five
years. ‘ .

The provision generally would apply to sales and exchanges of
capital assets after December 31, 1996.

The small business stock provision would apply to stock issued
after the date of enactment. v

e. Capital loss deduction on the sale ork,‘e:;;_cha,nge of a prin- -

. cipal residence - o

" The bill would provide that a loss from the sale or exchange of

a principal residence would be treated as a deductible capital loss.

B The plrggésion would apply to sales and exchanges after Decem-
er 31, 1996. e e T

B

b R . Analysis of Issues
1. Scope of Capital Gains Taxation T
In 1994, among individual taxpayers' who filed Form 1040,
Schedule D, 11 million taxpayers recognized $168 billion in long-
term capital gains and 3.5 million taxpayers recognized $23.2 bil-
lion in short-fterm capital gains. In addition, 5.8 million taxpayers
reported $8.5 billion of capital gain distributions, generally received
from mutual funds. Taxpayers also reported $78.2 billion of long-
term capital losses on 6.5 million returns and $47.5 billion in short-
term losses on 3.6 million returns.11 o
While these data represent a substantial number of transactions
and a substantial amount of economic activity, not all transactions

10 Capital gains may also be reported on Schedule B of Form 1040, Form 2119, Form 4684,
Form 4797, Form 6252, Form 6781, and Form 8824, Therefore, the following figures understate "
the total amount of gains and losses recognized in 1994. o b’

11, The staff of the Joint Committee on Taxation derived these figures from tabulations of Sta-

tistics of Income (“SOI”) data on 1994 individual income tax returns.
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are taxable transactions. Many capital gains (and losses) are recog-
nized annually by tax-exempt persons such as pension funds, pri-
vate foundations, and charities. In addition, foreign persons gen-
erally are exempt from tax on capital gains recognized in the Unit-
ed States.

Because gain recognition by taxpayers is elective, many analysts
believe that capital gains recognized by taxable persons represent
a fraction of the gains accrued by taxable persons annually. Esti-
mates of the percentage of gains recognized by taxable persons to
the total accrued gains earned by taxable persons range from 15
to 50 percent.1? If the gains recognized annually fall short of ac-
crued gains, the stock of accrued, but unrecognized capital gains,
is growing through time and recognized capital gains in any one
year would represent a small percentage of the total stock of ac-
crued, and hence potentially recognizable, gains.13

The majority of the dollar value of gains recognized represented
gains from the sale of corporate stock or mutual funds, interests in
partnerships, S corporations or certain fiduciaries, and the sale of
real estate. Figures 1a and 1b, below, reports the distribution of
long-term capital gains by number of transactions and by the dollar
value of the gains recognized by a sample of individual taxpayers
in 1994. These data report only recognitions reported on Schedule
D and thus may not be fully representative of the distribution of
“all gain recognitions.1¢ Nevertheless, Figures 1a and 1b should rep-
resent a substantial portion of 1994 recognitions.

12 See Robert Gillingham and John S. Greenlees, “The Effect of Marginal Tax Rates on Cap-
ital Gains Revenue: Another Look at the Evidence,” National Tax Journal, 45, June 1992, j
167-177. Such estimates vary widely from year to year. Gillingham and Greenlees estimate that
1989 taxable realizations were 16 percent of 1989 accruals, but that taxable realizations aver-
aged 25 percent of accruals between 1987 and 1989. However, their estimate of accruals is based
- upon the Federal Reserve Board’s “Flow of Funds Account” and may overstate the percentage
as accrued taxable gains may be understated because the Flow of Funds Accounts do not adjust
for depreciation claimed against the tax basis of taxable assets. Jane Gravelle, “Limits to Cap-
ital Gains Feedback Effects,” CRS Report for Congress, 91-250, March 15, 1991, estimates aver-
age taxable realizations to be approximately 50 percent of potentially taxable annual average
accrued gains. Jane Gravelle and Lawrence B. Lindsay, “Capital Gains,” Tax Notes, 38, January
25, 1988, estimate that taxable recognized gains average one third of annual accrued gains.

'3 Gillingham and Greenlees, “The Effect of Marginal Tax Rates on Capital Gains Revenue.”
Gillingham and Greenlees estimated that 1989 realizations represented less than 2.5 percent
of the stock of accrued since acquisition, but unrealized, capital gains held by taxpayers.

14 The staff of the Joint Committee on Taxation drew these data from a sample of 1994 tax
returns. The sample may not statistically reflect the recognition patterns of all taxpayers. See
Appendix Table A.1 for underlying data. The categories in Figures 1a and 1b are defined as fol-
lows. “Corporate Stock” consists of sales of corporate stock, but not sales of mutual fund shares.
However, “corporate stock” also includes certain indirect gains on stock recognized by a partner-
ship and passed through to the individual partner. “Bonds” consists of sales of U.S. Government
obligations, State and local government obligations, other bonds, notes, and debts, and sales of
shares in tax-exempt municipal bond funds or trusts. “Partnerships” consists of sales of interests
in partnerships, S corporations, or certain fiduciaries. “Mutual Funds” consists of sales of shares
in mutual funds other than tax-exempt municipal bond funds. “Real Estate” consists of sales
of residential rental property, personal residences, and land other than farm or ranch land.
“Other” encompasses sales of options, commodities, futures contracts, livestock, timber, farm
and ranch land, depreciable business personal property, depreciable business real property, in-
voluntary conversions other than from casuaities and thefts, interests in pass through entities
- not classified elsewhere, unidentified assets, and other assets.
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Figure 1a.--Distribution of Transactions with Long-Term
Gain Reported on Schedule D By Asset Type, 1994
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Figure 1b.--Distribution of Dollar Value of Long-Term
Gains Reported on Schedule D By Asset Type, 1994
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The data in Figures 1a and 1b show the dominance of corporate
stock in capital gain realizations in 1994. In addition, sales of in-
terests in partnerships, S corporations, and certain fiduciaries ac-
counted for 7.4 percent of the value of long-term gains realized and
1.0 percent of transactions. Long-term gains from the sale of real
estate other than farmland comprised 2.4 percent of the total value
of gains and 1.1 percent of the transactions. Long-term gains from
the sale of bonds (U.S. government, State and local government, in-
cluding tax-exempt bond funds, and other bonds, notes, and debts)
comprised 5.3 percent of the total value of gains and 16.7 percent
of transactions.

While sales of corporate stock are always an important compo-
nent of annual capital gain realizations, the degree of importance
varies from year to year. For example, 1989 return data show that
38.4 percent of 1989 long-term gain recognitions involved corporate
stock (excluding capital gain distributions) and accounted for 22.6
percent of the dollar value of net gains; sales of interests in part-
nerships, S corporations, and fiduciaries accounted for 11.5 percent
of transactions and 28.3 percent of the dollar value; and sales of
real estate1® accounted f{))r. 9.0 percent of transactions and 24.6
percent of the dollar value.16

The holding period of recognized gains varies from a matter of
moments to decades. Figures 2a and 2b below report the percent-
age distribution of long-term gain recognitions by length of holding
period for a sample of long-term gains recognized in 1994 and re-
ported on Schedule D.17 Figure 2a reports the distribution by num-
ber of transactions and Figure 2b reports the distribution by dollar
value of gains recognized. In terms of number of transactions (Fig-
ure 2a), the median long-term gain was held between two and
three years. When measured by the dollar value of long-term gains
recognized (Figure 2b), the median long-term gain was recognized
after being held by the taxpayer between five and six years.

Figures 3a and 3b report the percentage distribution of long-term
loss recognitions by length of holding period.'® As Figure 3a indi-
cates, more than 50 percent of long-term losses are recognized after
a holding period of less than two years. When measured by the dol-
lar value of loss, the median occurs between years two and three
(Figure 3b). These findings are consistent with advice given to tax-
payers by financial planners to recognize losses, because they can
offset gain recognitions and perhaps other income, and defer gain
recognition. These data only represent the holding period of real-
ized gains and losses. Also, they do not report the quantity or dol-
lar magnitude of short-term (less than one year) gain and loss real-
izations. As such, these figures overstate the holding period of real-
ized capital gains and losses. On the other hand, as reported above,
the stock of accrued, but unrealized, gains may be substantial in

15 Real estate includes taxable sales of personal residences, residential rental property, and
land other than farmland.

16 1989 data from tabulations of the 1989 Sale of Capital Assets file from the Statistics of In-
come Division of the Internal Revenue Service. This encompasses reporting of transactions be-
yond those reported on Schedule D.

17 These figures draw on the same sample of individual taxpayer transactions reported on
Schedule D in 1994 as were Figures 1a and 1b. Appendix Table A.2 contains the data underly-
ing Figures 2a and 2b. As Figures 1a and 1b demonstrated, in 1994, these sales of corporate
stock dominate these data.

18 The data underlying Figures 3a and 3b is in Appendix Table A.3.
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comparison to annual asset dispositions. This does not make it pos-
sible to assess the median holding period of all capital assets.

€



Figure 2a.--Percentage Distribution of Holding
Period of Long-Term Gains, 1994

450 (number of transactions)
i3
400 1"
.
A}
1
3504 ,
L]
1
300
1
]
. 2501 O
]
A
o200
Al
A )
A Y
15.0 [y
A )
A )
10.0 4 A
‘N
5.0 ‘..
SR
00 — e — e e e rsceapanmanant
Qq ® ¥ 9w ¢ 5 ® 9 @ zZ & ¢© T w g & = 2 § 2
SR T T - T - TR -
Holding Period in Years

NOTE: Sample from Schedule D may not be representative of all gain recognitions.

6€



«~  Figure 2b.--Percentage Distribution of Holding
Period of Long-Term Gains, 1994
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Figure 3a.--Percentage Distribution of Holding
Period of Long-Term Losses, 1994
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2. Issues Relating to a Reduced Tax on Capital Gains
Arguments for reduced tax on capital gains
Lock-in o L ,

Many argue that higher income tax rates discourage sales of as-
sets. For individual taxpayers, this lock-in effect is exacerbated by
the rules that allow a step up in basis at death and defer or exempt
certain gains on sales of homes. The legislative history suggests
that this lock-in effect was an important consideration in Congress’
decision to lower capital gains taxes in 1978. As an example of the
lock-in effect, suppose a taxpayer paid $500 for a stock that now
is worth $1,000, and that the stock’s value will grow by an addi-
tional 10 percent over the next year with no prospect of further
gain thereafter. Assuming a 28-percent tax rate, if the taxpayer
sells the stock one year or more from now, he or she will net $932
after payment of $168 tax on the gain of $600. If the taxpayer sold
this stock today, he or she would have, after tax of $140 on the
gain of $500, $860 available to reinvest. The taxpayer would not
find it profitable to switch to an alternative investment unless that
alternative investment would earn a total pre-tax return in excess
of 11.6 percent.1® Thus, the taxpayer is said to be “locked in” to the
existing, lower-earning investment. Preferential tax rates on cap-
ital gains impose a smaller tax on redirecting monies from older in-
vestments to projects with better prospects, which contributes to a
more efficient allocation of capital. - o

A preferential tax rate on capital gains would both lower the tax
imposed when removing monies from old investments and increase
the after-tax return to redirecting those monies to new invest-
ments. When the tax imposed on removing monies from old invest-
ments is reduced, taxpayers would not necessarily redirect their
funds to new investments when their older investments are sold.
Taxpayers might instead choose to consume the proceeds.20 Some
have suggested that the lock-in effect could be reduced without low-
ering taxes on old investments. For example, eliminating the step-
up in basis upon death would reduce lock in. Lock in could be
eliminated while still taxing gains upon their realization by vary-

19 Intuitively, the taxpayer is comparing retaining his or her funds in the current investment
as opposed to switching those funds to an alternative investment. If the taxpayer switches in-
vestments, by recognizing gain and paying tax, the taxpayer has a smaller principal amount
to invest in the alternative investment than if he or she were to retain the funds in the current
investment. Because the taxpayer will have a smaller invested principal in the alternative in-
vestment, the alternative investment may have to earn substantially higher returns than would
the current investment, for the taxpayer’s wealth to be greater by making the switch. )

20 One study argues that second mortgages (or home equity loans or lines of credit) permit
taxpayers to “realize” accrued capital gains on their personal residences without paying tax. The
study presents data that indicate that taxpayers use their accrued gains to finance increased
consumption more often than re-investment. Such behavior would reduce personal saving and
investment. See Joyce M. Manchester and James M. Poterba, “Second Mortgages and Household
Saving,” Regional Science and Urban Economics, vol. 19, May 1989. Another study observes that
because capital gains realizations are positively correlated to a taxpayer’s “permanent,” or long-
run average, income and negatively correlated to “transitory” income (short run deviations about
permanent income) many realization decisions might be motivated by a consumption motive. See
Leonard E. Burman and William C. Randolph, “Measuring Permanent Responses to Capital-
goa;n Tax Changes in Panel Data,” American Economic Review, 84, September 1994, pp.794-
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ing the tax to the size and holding period of the gain.2! However,
such a proposal may be administratively complex. Alternatively,
preferential tax rates only for gains on newly acquired assets would
increase the after-tax return to new investments, thereby making
rﬁallocation of investment funds more attractive than currently is
the case.

Proponents of a preferential tax rate on corporate capital gains
observe that corporations have the same ability to defer realization
and, consequently corporations can be subject to substantial lock-
in effects. However, opponents have argued that the lock-in effect
should not be as strong for capital gains accrued on assets held by
corporations as on assets held by individual taxpayers because cor-
porate assets do not receive the benefit of a step up in basis at
death. Also, many corporate assets do not represent portfolio in-
vestments, but rather are held in furtherance of the corporation’s
business activity. Therefore, there is likely to be less discretion in
the timing of realization of corporate assets.

Incentives for equity investments and risk taking

A second argument for preferential capital gains tax rates is that .

they encourage investors to buy corporate stock, and especially en-
courage investors to provide venture capital for new companies,
thereby stimulating investment in productive business activities.
This argument was important in the 1978 debate over capital gains
taxes, and a large growth in the availability of venture capital oc-
curred after 1978. In theory, when a tax system accords full offset
for capital losses (see below for further discussion of losses), a re-
duction in tax rates applicable to capital gains and losses would re-
duce risk taking. This is because with full loss offset the govern-
ment acts like a partner in the investment, bearing an equal share
of the risk, both good and bad.22 However, the present-law limita-

tion on taxpayers’ ability to offset capital losses against other in- .

come creates a bias against risk taking by implicitly reducing the
value of any loss by deferring its inclusion in income. A reduction

in the tax rate on realized gain, proponents argue, therefore should -

increase risk taking. Proponents argue that the preference provides
an incentive for investment and capital formation, with particular
importance for venture capital and high technology projects.

Others argue that the capital gains preference may be an ineffi-
cient mechanism to promote the desired capital formation. They
argue that a preferential capital gains tax rate, broadly applied, is
not targeted toward any particular type of equity investment. They
observe that present-law section 1202 (that provides certain small
businesses with a reduced tax on realized capital gains) and
present-law section 1244 (that provides expanded loss offset for in-
vestments in certain small business stock) more specifically target

risk-taking activities. Replacing those provisions with a broadly ap--

plicable capital gains preference may place such investments at a
relative disadvantage as compared to present law. Furthermore, a

21 For a description of a proposal to eliminate lock in completely while retaining taxation
upon realization, see Alan J. Auerbach, “Retrospective Capital Gains Taxation,” American Eco-
nomic Review, 81, March 1991.

22 Evsey D. Domar and Richard A. Musgrave, “Proportional Income Taxation and Risk Tak-
ing,” Quarterly Journal of Economics, 58, May 1944.
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broad capital gains preference affords capital gains treatment to

non-equity investments such as gains on municipal bonds and cer-
tain other financial instruments. )

Moreover, opponents of a capital gains preference pomt out that
a tax preference could have only a small incentive effect on invest-
ment because a largé source of venture capital and other equity in-
vestment is tax-exempt or partlally tax-exempt entities (for exam-
ple, pension funds and certain insurance companies and foreign in-
vestors). For example, since 1978, tax-exempt entities (pension
funds and non-profit institutions) have constituted the fastest
growing source of new venture capital funds.23 On the other hand,
proponents argue that preferential capital gains treatment for ven-
ture capitalists who are taxable is important. They argue that this
is particularly acute for the entrepreneur who often contributes
more in time and effort than in capital. They further observe that
initial investors in new ventures are frequently friends and family
of the entrepreneur, all of whom are taxable, The organized ven-
ture capitalists are more prevalent at later stages of financing.

Opponents of a capital gains preference argue that creating a
preference for capital gains could encourage the growth of debt and
the reduction of equity throughout the economy. When debt is used
in a share repurchase program or leveraged buyout transaction the
taxpayers who hold the original equity securities must realize any
gain that they might have. A lower tax rate on gains could make
holders of equity more likely to tender their shares in a leveraged
buyout transaction or share repurchase program. On the other
hand, by favoring returns to equity, a capital gains preference"
could encourage greater issuance of equity and less rehance on
debt when raising new capital.

Savings incentive

The United States has a relatively low rate of household saving,
currently less than 5 percent of disposable income. This rate is low
both in comparison to other industrialized countries and in com- -
parison to prior United States experience. At the aggregate level,
a low saving rate is a concern because saving provides the where.
withal for investment in productivity-enhancing equipment and
technology. At the household level, a low saving rate may imply
households are accumulating insufficient assets for retirement,
emergencies, or other uses.24 By reducing the tax on realized cap-
ital gains, the after-tax return to household saving is increased.

Theoretically, the effect on saving of a reduction of taxes on cap-
ital income is ambiguous. There are two effects. First, the in-
creased return to saving should encourage people to save more.
Second, the increased return people receive on assets they have al-
ready accumulated and on saving they had already planned in-
creases their income. This increased income may encourage them
to increase their consumption and may reduce their saving. Empiri-
cal economic evidence also is ambiguous on whether, and in what

© 28 James M. Poterba “Venture C%ntal and Capital Gaxns Taxanon in Lawrence H Su.mmers
(ed.), Tax Policy and the Economy (Cambridge: MIT Press), 1989.
For a discussion of the importance of saving in the economy and a review of U.S. savmgs
rates over the past three decades and in comparison to that of other countries, see Part III.D.3
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magnitude, household saving responds to changes in the after-tax
rate of return.25

In addition, reduction only in the tax applicable to capital gains
may prove to be an inefficient saving incentive. By favoring certain
types of assets (those that generate returns in the form of accrued
gains) over other types of assets (those that generate returns in the
form of interest, dividends, or royalties), taxpayers may reallocate
their holdings of assets to obtain higher after-tax returns without
saving new funds. Such portfolio reallocations also represent re-
duced efficiency of capital markets as choices have been distorted.

Competiii veness

Related to the argument that preferential capital gains tax rates
encourage saving and investment is the argument that a lower cap-
ital gains tax rate will improve the international competitive posi-
tion of the United States. Proponents of a reduction in capital gain
tax rates observe that many of our major trading partners have
lower marginal tax rates on the realization of capital gains than
does the United States. For example, the highest tax rate on cap-

_ital gains in Canada is less than 25 percent. Japan imposes a tax
at the taxpayer’s discretion of either one percent of the gross pro-
ceeds or 20 percent of the gain, a rate below the maximum United
States rate. In Germany, generally all long-term gains are exempt
from income tax.

Others point out that the issue of the effect of capital gains taxes
on international competitiveness is really one of the cost of capital
of domestic firms compared to that of their competitors. Corporate
income taxes, individual income taxes on interest and dividends,
estate taxes, net wealth taxes,26 as well as taxes on capital gains,
all may affect the cost of capital. Proponents of a capital gains tax
reduction contend that any reduction in a tax on capital should
contribute to a reduction in the cost of capital. Opponents of a cap-
ital gains preference argue that the fact that marginal tax rates on
capital gains are higher in the United States than in other coun-
tries does not imply automatically that American firms are at a
competitive disadvantage. Tax rates on corporate income, interest,
and dividends are often lower in the United States than in other
countries. Moreover, because of the ability to defer gains, the op-
portunity to receive a step-up in basis at death, and the substantial
holding of corporate equity by tax-exempt institutions, the effective
tax rate on gains, which helps determine the cost of capital, may
be substantially below the statutory rate. For example, one study
calculated that prior to 1987 the effective marginal tax rate on cap-
ital gains, including State taxes, was less than 6 percent.2? On the

other hand, while other industrialized countries have lowered their
tax rates since 1987, the United States has increased individual

and corporate income tax rates. In addition, most other industri-

25 For a brief review of the economic literature on taxpayer response to savings incentives,
see Joint Committee on Taxation, Tax Policy and the Macroeconomy: Stabilization, Growth, and
Income Distribution (JCS-18-91), December 12, 1991, pp. 48-49.

26 While the United States does not impose an annual Federal tax on an individual's net
wealth, several of our trading partners do (for example, Germany, the Netherlands, Spain, and
Switzerland). See OECD, Taxation of Net Wealth, Capital Transfers and Capital Gains of Indi-
viduals, Paris, 1988.

27 Don Fullerton, “The Indexation of Interest, Depreciation, and Capital Gains and Tax Re-
form in the United States,” Journal of Public Economics, 32, February 1987, pp. 25-51.
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alized countries hay?e partially integrated corporate income tax sys-
tems which reduce the overall tax burden on investment. B

Bunching

Because capital gain is generally not taxed until a disposition of
an asset, taxpayers can face large jumps in taxable income when
a gain is realized. With graduated tax rates, such bunching could
lead to a higher tax burden than if the gain were taxed as it ac-
crued. If the benefit of deferral is not enough to compensate for the
extra tax in some of those cases, then the additional benefit of a
preferential tax rate helps to achieve parity.

On the other hand, the maximum tax rate of 28 percent applica-
ble to capital gains under present law 28 diminishes the amount of
bunching and so, presumably, reduces the need for a further reduc-
tion in the tax rate as a remedy for it. Some analysts have stated
that the most significant bunching problems under present law
would now befall those taxpayers in the 15-percent marginal tax
bracket whose gains could push them into the 28-percent bracket.

Inflation

While issues relating to indexing the basis of capital assets are
discussed in more detail below, another argument for preferential
tax treatment of capital gain is that part of the gain represents the
effects of inflation and does not constitute real income. This argu-
ment was also an important factor in the 1978 capital gains rate
reduction. Proponents observe that a preferential capital gains tax
rate may provide to taxpayers some rough compensation for infla-
tion.

Others note that a preferential tax rate is a very crude adjust-
ment for inflation. For example, since 1980 the price level approxi-
mately has doubled. Thus, an asset purchased in 1980 for $1,000
and sold today for $2,000 would have a purely inflationary gain.
Even with a preferential rate, this gain would be taxed. On the
other hand, for an individual who purchased an asset in 1990 for
$1,000 and sold it today for $2,000, a reduction in the tax rate from
28 percent to 19.8 percent would slightly more than offset the ef-
fects of inflation over the past seven years.2? A preferential rate
also does not account for the impact of inflation on debt-financed
assets, where inflation reduces the cost of repaying the debt.

Some proposals would provide for both the indexing of basis and
an exclusion from income or a preferential rate of tax for income
from gain. If the taxation of inflationary gain is viewed as the pri-
mary defect of present-law taxation of income from capital gains,
such proposals would provide tax reduction in excess of that re-
quired to eliminate the taxation of inflationary gain.

" "Double taxation of corporate earnings
Preferential capital gains treatment on a disposition of corporate
stock might be viewed as ameliorating the double taxation of cor-

28 Under present law the effective marginal tax rate on income from capital gains can exceed
the statutory maximum of 28 percent. For example, a taxpayer subject to the limitation on item-
ized deductions would find the marginal tax owed on an additional $100 of capital gain to be
approximately $29. Certain “phase out” ranges in the Code also may increase effective tax rates.

29 Cumulative inflation since 1990 has totaled slightly over 21 percent. )
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porate earnings. The first step of double taxation occurs at the cor-
porate level; the second step occurs at the shareholder level as divi-
dends are paid or as shares that have increased in value (presum-
ably by retained earnings) are sold. However, preferential capital
gains treatment is a very inexact means of reducing any double
taxation. Among other things, the capital gains holding period re-
quirement is unrelated to earnings. Also, any relief that a capital
gains preference provides from the burden of double taxation ap-
plies only to retained corporate earnings. Distributed earnings still
would be generally subject to double taxation.30

The issue of double taxation ultimately is about the total effec-

tive tax rate on investment income. If the two “layers” of tax on
income from investment in corporate form impose a small aggre-
gate burden, one may not be concerned with the issue of double
taxation. On the other hand, if the two layers of the tax imposed
on income from investment in corporate form have a greater aggre-
gate burden than the one layer of tax imposed, for example, on in-
come from investment via a partnership, then double taxation may
create a capital market inefficiency by creating a bias against in-
vestment in corporate form. A reduction in the rate of tax applica-
ble to capital gains may reduce the magnitude of the bias against
investment in corporate form by reducing the aggregate tax bur-
dens on income from investment by either a corporation or a part-
nership.

Arguments against a reduced tax on capital gains

Measurement of income

Opponents of a reduced tax on capital gains argue that appre-
ciating assets already enjoy a tax benefit from the deferral of tax
on accrued appreciation until the asset is sold, which benefit re-
duces in whole or in part any bunching or inflationary effects.3! As
a result, the effective rate of taxation on realized capital gains is
less than the rate of taxation applicable to assets that pay current
income. The following example illustrates the benefit of deferral.
Assume a taxpayer in the 28-percent tax bracket has $1,000 to in-
vest and may choose between two investment alternatives, each of
which generates a return of 10 percent annually. Assume the one
investment is a certificate of deposit that pays the 10-percent re-
turn out annually as interest on which the taxpayer must pay tax.
After paying tax, the taxpayer reinvests the principal and net pro-
ceeds in a new certificate of deposit. The other investment, stock
in a company that pays no dividends, accrues the 10-percent return
untaxed until a capital gain is realized. After eight years the after-
tax value of the taxpayer’s certificate of deposit would be $1,744.32
After selling the stock and paying tax on the realized gain, the tax-

30 As noted above, most other industrialized countries that have a corporate income tax have
“partially integrated” their corporate and individual income taxes by providing some tax relief
for corporate dividends. However, such dividend relief does reduce the possibility of double tax-
ation on retained earnings. '

31 Roger Brinner, “Inflation, Deferral and the Neutral Taxation of Capital Gains,” National
Tax Journal, vol. 46, December 1973,

32 This is calculated as 1,000(1 + r(1 - t))», where r is the interest rate (10 percent in this
example), t is the marginal tax rate (28 percent in this example), and n is the number of years
the asset is held (eight in this example).
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payer would have $1,823.33 In this particular example, the effective
rate of taxation on the realized capital gain is 22 percent, rather
than the statutory tax rate of 28 percent.34 v

In addition, if capital assets are debt-financed, inflation will re-
duce the real cost of borrowing to the extent interest is deductible
and interest rates on that debt do not rise to compensate for the
reduced value of principal repayments. Thus, debt financing may
further tend to offset any adverse impact of inflation. Some oppo-
nents of the preference have contended that a direct basis adjust-
ment by indexing for inflation would be more accurate and would
reduce uncertainty regarding the eventual effective rate of tax on
investments that might impair capital formation.35

Proponents of a preference for capital gains contend that the ben-
efit of deferral is insufficient to make up for more than very modest
inflation. Moreover, they note that not taxing accrued appreciation
is an inherent aspect of a realization-based tax system.

Neutrality

To the extent that preferential rates may encourage investments
in stock, opponents have argued that the preference tilts invest-
ment decisions toward assets that offer a return in the form of
asset appreciation rather than current income such as dividends or
interest. On the other hand, it is argued that asset neutrality is not
an appropriate goal because risky investments that produce a high
proportion of their income in the form of capital gains may provide
a social benefit not adequately recognized by investors in the mar-
ketplace.

Reduction of “conversion” opportunities

Opponents of the preferential capital gains rate contend that it
also encourages taxpayers to enter transactions designed to convert
ordinary income to capital gains. Conversion can also occur through
debt-financing the cost of assets eligible for capital gains rates. For
example, if a taxpayer borrows $100 at 10-percent annual interest
to acquire a capital asset that is sold for $110 a year later, and re-
pays the borrowing with sales proceeds, the taxpayer has an inter-
est deduction of $10 that can reduce ordinary income36 and a cap-
ital gain of $10 subject to preferential rates. The taxpayer thus has
a net after-tax positive cash flow even though on a pre-tax basis
the transaction was not profitable. ,

On the other hand, it is argued that such “conversion” opportuni-
ties are simply an additional tax incentive for types of investments
the capital gains preference is intended to encourage. In addition,
the passive loss limitations of present law and “anti-conversion pro-

33 This is calculated as the $1,000 principal plus the net, after-tax gain of (1,000(1 + r) n -
1,000)(1 - t), where r is the interest rate (10 percent), t is the marginal tax rate (28 percent),
and n is the number of years the asset is held (eight). ' )

34 The effective rate of taxation on a realized gain is calculated by asking what rate of tax
on an asset that paid current income would yield an equivalent amount of net proceeds to the
taxpayer if that asset were held until the taxpayer-réalized the capital gain.

35 More detailed discussion of issues relating to indexation of capital gains is below (I1.D.3.
“Issues Relating to Indexing”). ) B . !

36 Even if an interest deduction is subject to present-law investment interest limitations, it
can be offset against investment income that is ordinary income assuming that the taxpayer has
sufficient investment income.
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visions” ‘such as present-law section 1258 limit taxpayers’ benefit
or ability to “convert” ordinary income to capital gains.

Simplification and consistent treatment of taxpayers

Opponents of a preferential capital gains rate point out that the
application of different tax rates to different sources of income in-
evitably creates disputes over which assets are entitled to the pref-
erential rate and encourages taxpayers to mischaracterize their in-
come as derived from the preferred source. Litigation involving
holding period, sale or exchange treatment, asset allocation, and
many other issues has been extensive in the past. A significant
bedy of law, based both in the tax code and in judicial rules, has
developed in response to conflicting taxpayer and Internal Revenue
Service positions in particular cases. Its principles are complicated
in concept and application, typically requiring careful scrutiny of
the facts in each case and leaving opportunities for some taxpayers
to take aggressive tax return positions. It has been argued that the
results derived in particular cases lack even rough consistency, not-
withstanding the substantial resources consumed in this process by
taxpayers and the Internal Revenue Service.

On the other hand, it is argued that so long as a limitation on
deductions of capital loss is retained, areas of uncertainty and dis-
pute will continue to exist (for example, whether property was held
primarily for sale to customers in the ordinary course of business).
Because (as discussed further below) limitations on the deductibil-
ity of capital or investment losses may be desirable to limit the se-
lective realization of losses without realization of gains, the poten-
tial for simplification and consistency may be limited.

3. Issues Relating to Indexing

In general

Proponents of indexing contend that indexing would accomplish
the goals of reduced capital gains taxation while producing a more
accurate measurement of economic income with greater neutrality.
Opponents contend that indexing is complex and that it would not
be necessary if efforts to control inflation are successful.

Inflation and effective real tax rates

Under present law, even modest annual inflation can signifi-
cantly increase the effective real tax rate on income from realized
capital gains. For example, assume an investor purchases stock for
$100 and the stock appreciates in value at 10 percent per year.
After five years the stock will be worth $161. If sold, and the inves-
tor is in the 28-percent tax bracket, the investor will incur a tax
liability of $17. If over that five-year period inflation had averaged
3 percent per year, the investor would have needed to realize $116
from the sale of the asset to maintain his or her real purchasing
power. Consequently, the investor’s real gain is $45. A $17 tax on
a $45 real gain implies an effective tax rate of 37.8 percent on real
gains as compared to the statutory rate of 28 percent.
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Table 1 reports transactions by a sample of individuals who real-
ized nominal long-term capital gains on corporate stock in 1994.37
For holding periods between one year and 19 years, the staff of the
Joint Committee on Taxation has calculated a real (inflation-ad-
justed) capital gain.38 The third column reports the aggregate dol-
lar value of nominal gains by length of holding period. It is nomi-
nal gain on which tax is assessed under_ present law. The fourth
column calculates the aggregate real (inflation-adjusted) dollar
value of those nominal gains. The fifth column calculates the infla-
tionary component of the nominal gain (nominal gain less real
gain) as a percentage of the nominal gain. Hence, of assets ac-
quired in 1992 and sold at a nominal gain in 1994, 10.2 percent
of the gain was the inflation component on average. This implies
the effective tax rate on real capital gains was increased, on aver-
age, by 11 percent by inflation. A similar study of taxable sales of
corporate stock in 1973 calculated that of the $1,138 million in tax
paid on nominal gains, only $661 million represented taxes attrib-
utable to the real component of that year’s nominal gains.39

37 The data in Table 1 are drawn from the same sample of individual taxpayer transactions
reported on Schedule D in 1994 as were Figures 1a and 1b except the sample is restricted to
sales of corporate stock. The transactions are limited to those with net gain on corporate stock
and holding pericd between one and 19 years.

38 The staff of the Joint Committee on Taxation calculated the inflation component by taking
the taxpayer's reported basis and increasing it by the cumulative inflation, as measured by the
change in the Consumer Price Index (CPI), that occurred between the taxpayer’s year of acquisi-
tion and 1994 (the year of sale). This assumes, for example, that all assets acquired in 1990
and disposed of in 1994 were held for four years. In reality the holding period of some assets
acquired in 1990 and disposed of in 1994 will include some assets held for three years and one
month and some held for four years and eleven months.  ~ )

The real component was calculated as the difference between the nominal gain and the infla-
tionary component. For the purposes of this calculation nominal gains were permitted to become
real losses. This particular calculation is not intended to correspond to the manner in which
any legislative proposal would index for the purpose of calculating gain. )

39 Martin Feldstein and Joel Slemrod, “Inflation and the Excess Taxation of Capital Gains
on Corporate Stock,” National Tax Journal, 31, June 1978, pp. 107-118. ) '
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Table 1.—Inflationary Component of Nominal Long-Term
Gains Rgaliz_e’dpn Corporat_e Stock, 1994

" Dollar Inflation

: N Dollar component

Holding period in N“t’;,lal:les': of I‘;:::fn:{ value of as go per-
years— actions gains ($ (gel:li ﬁ?‘::s centage of

millions) s)  nominal

gain

........................ 55,657 402.9 362.1 10.1
........................ 23,188 294.1 264.0 10.2
........................ 10,403 197.5 172.0 12.9
........................ 5,492 119.3 96.0 19.5
........................ 3,284 90.9 72.6 20.2
........................ 2,449 104.9 88.7 154
........................ 1,576 129.2 111.9 134
........................ 1,054 51.0 36.0 29.4
............ 829 90.0 70.1 22:1
............ 730 57.3 48.2 15.8
............... venene 483 22.1 194 12.4
...................... 311 18.9 14.0 26.0
...................... 278 16.0 13.8 14.0
...................... 291 36.7 33.0 10.1
...................... » 185 10.0 8.0 19.8
...................... 137 23.6 -1.7 107.3
...................... 134 159 v 123 22.3
...................... 142 26.0 22.6 13.0
...................... : 119 6.9 52 24.9

Note.—Sample from Sche,dnle D may not be representative of all gain recogni-
Source: Joint Committee on Taxation Staff calculations from Internal Revenue
Service SOI data. . - - S LT oEL L . A
While, as discussed in Part I1.D.2., above, the benefit of deferral
can reduce the effective tax rate, proponents of indexing observe
that because inflation is not predictable, non-indexed taxation im-
plies an uncertain effective rate of taxation. This added uncertainty

' - may discourage saving generally and, in particular, saving in as-

sets that produce their returns in the form of accruing capital
Non-indexed taxation of gain and saving and investment

In most respects, indexing the basis of capital assets for the pur-
pose of determining gain may be thought of as providing an exclu-
sion for gain that varies with the holding period of the asset. As
such, the arguments discussed in Part I1.D.2., above, regarding the
lock-in effect, household saving, the cost of capital, and risk taking
generally would apply to the indexation of basis for the purpose of
determining gain.

It is possible that indexing might not relieve “lock-in” problems,
because a taxpayer whose after-tax economic gain is protected
against future inflation may decide to continue to hold an asset to
obtain the benefits of tax deferral, or the benefits of tax exemption
if the asset is held until death. Others contend that indexing allevi-
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ates “lock-in” by removing the burden of taxing nominal gains aris- -
ing from inflation. Some critics question the value of indexing as
a policy to promote risk taking. They observe that much of the
basis of entrepreneurial effort, so-called “sweat equity,” has a nomi-
fr.1a1 basis of zero, and that indexing a zero basis provides no bene-
it.

To the extent the indexed basis is not used to compute a loss, it
would create a notch at an index gain-value of zero. Such a notch
produces inefficiencies in the taxation of real gains in much the
same manner as present-law restrictions on using capital losses to
offset other income. Such a notch is arguably inequitable as tax-
payers with different nominal gains would be treated as having no
real gain despite experiencing different losses in consumer purchas-
ing power. On the other hand, to permit indexation for the deter-
mination of loss may create opportunities to create paper losses
and expand the possibilities for tax arbitrage.

Issues related to partial indexing

Indexing income, but not expense

Indexation of income without indexation of cost may increase the
possibility for tax arbitrage.4? To the extent that the basis of cer-
tain assets is'indexed but debt financing of those assets is not, the
adjustment for inflation may be overstated. An overadjustment in
favor of the taxpayer who finances assets can occur even if it is as-
sumed that interest rates correctly anticipate inflation and rise in
the marketplace to reflect the effect of inflation on borrower and
lender. For example, suppose a taxpayer acquires an asset for $100
(fully debt-financed) and sells it one year later for $115. Inflation
over the year is 5 percent. The lender and the taxpayer are each
in a 28-percent tax bracket. The lender, seeking a 10-percent pre-
tax rate of interest and anticipating 5-percent inflation, charges 15-
percent interest for the year. On a pre-tax basis, the taxpayer re-
ceives $115 in return of basis and gain on the sale, but pays the
lender $115 in interest and principal, producing no net cash flow.

If there is no indexing and no capital gains preference, the after-
tax result is the same as the pre-tax economic result—i.e., the tax-
payer receives $15 of income taxable at 28 percent and pays $15
of offsetting, deductible interest, producing no after-tax net cash
flow. If both the basis of the asset and the interest on the financing
are indexed, the taxpayer has $10 of gain and $10 of offsetting de-
ductible interest, again producing no after-tax net cash flow.41
However, if the basis of the asset is indexed for inflation but the
financing is not indexed, then the taxpayer has $10 of gain (taxed
at 28 percent) but a $15 deduction, producing an after-tax positive
net cash flow of $1.40, assuming the deduction can be used in full
to offset other income in the 28-percent bracket.42 Thus, because

40 Some proposals would index only for increases in the price level. If the price level were
to decline, as in the 1930s, taxpayers could be in the situation of reporting losses on what in
fact could be real gains.

41 Full indexing and no indexing §enerally will only achieve the same results where the asset
is full debt-financed (i.e., the basis of the asset and the liability are the same).

42 Indexing the basis of assets without indexing debt financing of such assets also overcom-
pensates the borrower if interest rates do not rise enough to compensate for inflation on an
after-tax basis. Thus, if the stated interest payment in the example is only $10 (rather than

Continued
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equity assets are indexed while debt is not, taxpayers will have an
incentive to engage in transactions to take advantage of this tax
arbitrage. This may increase the need for anti-arbitrage rules,
which would increase the administrative cost and complexity of the
tax system.

Defining indexed assets

If some but not all assets are indexed, additional consideration
would have to be given to provisions designed to accomplish the de-
sired results in certain special situations. For example, if stock but
not debt is indexed (or if debt is indexed in a different manner than
stock-for example, by interest adjustments rather than basis ad-
justments), the question arises whether some types of assets, such
as preferred stock or convertible debt, should be classified as stock
or as debt for this purpose.

If some assets are not indexed or are only indexed at the option
of the holder, it would be necessary to provide for the appropriate
treatment of various types of flow-through entities that may hold.
indexed assets but whose stock or interests may or may not be in-
dexed. Conversely, if an interest in an entity is eligible for indexing
but the entity may hold substantial non-indexed assets, consider-
ation could be given to provisions designed to prevent taxpayers
from indirectly obtaining indexing for nonqualified assets.

The question also arises whether indexing of an otherwise capital
asset is appropriate in situations such as the disposition of stock
in a controlled foreign corporation or foreign investment company,
where present law requires ordinary income treatment to account
for prior income deferral. In the case of depreciable assets, rules
are necessary to prevent the churning of assets in order for the
buyer to obtain a higher basis for depreciation than the seller’s
basis, where the seller’s gain is not taxed as a result of indexing.

Complexity

Indexing would involve a significant amount of recordkeeping.
Records of the cost of property and improvements generally are
maintained under present law. However, records of the dates the
cost are incurred are not relevant to the determination of tax liabil-
ity once the asset has been held for one year.

Indexing would substantially increase the number of calculations
necessary to calculate taxable gain for many common transactions.
For example, consider an individual who sells stock in a regular
corporation or in a mutual fund that was purchased 10 years before
the sale and who reinvested the quarterly dividends in additional
stock during the entire period. Under present law, the individual
can add the original cost and the dollar amounts of each of the 40
reinvested dividend payments in order to obtain the stock’s basis,
which is subtracted from the sales proceeds in order to determine
taxable gain. Assuming qualified assets must be held for three
years before the benefits of indexing can be claimed, each of the

$15), interest is not indexed, and there is no capital gains preference, the taxpayer will have
both a pre-tax and after-tax positive net cash flow of $5.

Of course, under present law receipts of nominal interest payments represents income to the
lender. In real, inflation-adjusted, terms the lender’s income is overstated. This increases the
effective tax rate on real interest income earned by lenders.
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first 29 of the 41 components of basis (the original purchase plus
the 40 dividend payments) would be multiplied separately by in-
dexing factors based on the period elapsed between the calendar
quarter the stock was purchased and it was sold, in order to deter-
mine the indexed basis of the stock for purposes of determining
long-term indexed gain. The nominal basis of each of the next
twelve purchases would be added together, as under present law,
to determine the basis of non-indexed long-term gain. As under
present law, the nominal basis of each of the last four purchases
would be added together to determine the basis of non-indexed
short-term gain.43 Further, if the corporation or mutual fund had
ever paid a return of capital distribution, adjustments would be
needed to the basis of each separate block of stock. Similarly, if
capital improvements were made to qualified property, records of
the dates of improvements would have to be maintained in order
to compute the basis of the property. On the other hand, most of
this record-keeping and computation is required by present law.
The additional factor added gy indexation is the multiplication of
each element by a different index number and the need to maintain
more careful records regarding date of acquisition. o

The basis adjustments to indexed assets held by passthrough en-
tities such as partnerships, S corporations, common trust funds,
regulated investment companies (“RICs”) and real estate invest-
ment companies (“REITs”) need to be reflected in the investor’s
basis in those entities. For example, the basis of a partnership or
S corporation stock in the hands of a partner or shareholder is af-
fected by numerous transactions, including distributions, that could
complicate accurate indexing of those interests. One approach
would be to pass through the adjustments of the partnership to the
partners. Although this is a relatively simple passthrough system,
where there is a change in the interests in the partnership before
the partnership disposes of an indexed asset, the former partners
will not receive the proper indexing adjustment and the newer
partners will receive too large an adjustment.4* Where the partners
are in different tax brackets, this may lead to arrangements or
transactions to reduce overall taxes. Of course, similar problems
exist in present law. Capital gain can be allocated to partners who
did not hold their partnership interests during the period in which
the gain accrued on the partnership’s assets.

In the case of RICs and REITSs, some proposals would provide for
indexing of “outside” basis by multiplying the otherwise applicable
basis adjustment by a fraction based on the percentage of the enti-
ties’ total assets that are indexed assets. This may lead to addi-
tional complication in computing gain. =~ o

Property may be acquired or disposed of pursuant to options, for-
ward contracts, regulated future contracts, installment sales and
contracts reéquiring contingent payments. A system of full indexing
would need to consider the treatment of each of these instruments.
Under a partial indexing system that does not take into account

43 Similarly, if a one-year holding period were required, the first 37 of the 41 components
would be multiplied separately by indexing factors and each of the last four purchases would
be added together with no adjustment. )

44 The negotiated price for the transferred partnership interest might be adjusted to account
for this adjustment. : . .
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debt, the timing of the amounts paid or received under these in-
struments are ignored on the grounds that there are two parties
to the transaction, and if both parties to the transaction are denied
indexing, the amount of indexing adjustments in the entire system
is maintained. However, where parties are in different tax brack-
ets, the tax system may not be made whole and tax planning is
possible.45 In the case of short sales of indexed assets, it may be
appropriate to index the amount realized by the caller in order to
maintain a symmetry between buyer and seller. A three-year re-
quirement for indexation may obviate the practical need for such
a rule.

In 1982, in response to high levels of inflation, the United King-
dom adopted a partial indexing system for inflation after 1982. The
administrative burden in the United Kingdom is eased by provid-
ing all taxpayers with a 100-percent exclusion for the first 5,800
pounds sterling (approximately $9,000) of gains realized. Con-
sequently, capital gains taxation applies to less than 1 percent of
individual taxpayers in the United Kingdom. This means many
taxpayers never have to make the computations required by index-
ing. While it may be the case that the less than 1 percent of British
taxpayers who index their realized capital gains are those with the
more complex transactions, according to British tax professionals,
taxpayers generally cannot compute their gains without profes-
sional advice. The calculations are not particularly difficult for pro-
fessionals and have increased the demand for professional tax pre-
parers. Nevertheless, the tax administrators have found indexing
difficult to administer, and reportedly compliance has suffered.46
The United Kingdom frequently has adopted new legislation and
regulations to combat the problem of arbitrage.

Further, with preferential capital gains treatment for some types
of assets, depending upon the rate of inflation, taxpayers will have
an incentive to engage in transactions designed to convert ordinary
income to capital gains income. Thus, the complex provisions of
present law dealing with situations in which capital gains treat-

ment is available (for example, the collapsible partnership rules)-

will continue to be necessary.

Choice of price index

The rationale for indexing capital gains, and for the present-law -

indexing of various provisions of the Code, is to better measure the
real income available to taxpayers. One price index that could be
used to adjust basis for the purpose of computing gain is the De-
partment of Commerce’s Bureau of Economic Analysis’s GDP
deflator.4” Another alternative index would be the Labor Depart-
ment’s Bureau of Labor Statistics’s Consumer Price Index (“CPI”).
The Code generally uses the CPI to index provisions related to in-

45 To the extent that lenders are in lower tax brackets than borrowers (the so-called “clientele
effect”), the value of the tax deductions for interest claimed will exceed the value of taxes col-
lected from interest income.

46 As reported in Andrew Hoerner, “Indexing Capital Gains: The British Experience”, Tax
Notes Today, February 23, 1990,

47 The U.S. Department of Commerce, Bureau of Economic Analysis, now more often refers
to this measure as “the implicit price deflator for gross domestic purchases.”

®
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dividual taxpayers. Use of the CPI would provide consistency in the
measurement of real income. =~ = L ) ‘

Recently, some economists have criticized the CPI as an accurate
measure of consumer cost of living. The CPI is.a fixed-basket price
index. Given an identified basket of “consumer” goods, the CPI is
estimated by comparing estimated prices for the “same” goods in
one year compared to another year. Generally speaking, the CPI re-
quires estimates of prices only. The purpose of measuring consumer
purchases is to approximate consumer well-being.” The primary
drawback of a fixed-basket price index is that, through time, the
basket may fail to represent consumer purchases. For example, if
gas prices move higher, consumers may substitute public transpor-
tation for consumption of gasoline. An additional problem is identi-
fying the “same” goods in different years, that is adjusting for qual-
ity changes. For example, one should not compare the average per-
sonal computer of 1997 with the average personal computer of 1990
as the average 1990 computer was much less powerful than the av-
erage 1997 computer. ' '

The GDP deflator is not a fixed-basket price index. The GDP
deflator is determined by estimating quantities of output of dif-
ferent goods in one year and identifying prices for those goods.
Quantities of goods are then estimated for a subsequent year and
prices are identified for those goods. The GDP deflator requires es-
timates of both quantities and prices. The GDP deflator will vary
with the composition of GDP. As a measure tied to GDP, the GDP
deflator also picks up certain international transactions, such as
the value of U.S. goods sold abroad. One may not see such trans-
actions as indicative of U.S. prices, but rather pricing conditions
abroad. Similarly, the GDP deflator measures an economy average,
including intermediate goods, and may not reflect inflation relevant
to individual taxpayer purchases of consumer products. An alter-
native that uses the same methodology as the GDP deflator would
be the Bureau of Economic Analysis’s Implicit Price Deflator for
Personal Consumption Expenditures. T

An additional consideration may be the need to maintain some
constancy to the index, as taxpayers may hold assets for 20 years
or more before selling the asset. The CPI is never revised, save for
identification of new base “year baskets. Whatever technical im-
provements are made in the calculation of the index number are
incorporated only for the computation of future index numbers. Na-
tional income and product account data go through multiple revi-
sions. The Bureau of Economic Analysis makes two subsequent
monthly revisions to its price deflators, an annual revision, and
every five years makes further revisions when it changes its bench-
mark year. ' '

4. Capital Gains and Losses on Owner-Occupied Housing

Present law imposes tax on the gain from a sale of personal resi-
dence in limited circumstances. Critics of present law note that the
disparate taxation of gain depending upon the disposition of pro-
ceeds or age of the taxpayer may distort taxpayer choice leading to
inefficient outcomes. Assuming the principal residence is sold at a
gain, because the taxpayer pays tax when he or she moves to a less
expensive home, but not to a more expensive home, there is no'in-
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centive for the taxpayer to reduce the size of the housing they
consume. This may cause taxpayers to invest more of their saving
in owner-occupied housing and make less available for alternative
investments such as plant and equipment. Similarly, present law
may discourage the taxpayer from redeploying his or her assets
from home ownership to other uses by becoming a renter. As dis-
cussed in Part I1.D.2, above, the taxpayer may be “locked-in” to
more home ownership than would be efficient for the economy.
Critics of present law observe that because the tax can be avoided
through deferral (sec. 1034) and the one-time exclusion (sec. 121),
little revenue is collected on the sale of principal residences, so the
efficiency losses to the economy are made in exchange for relatively
little revenue gain. In addition, they note that there may be sub-
stantial noncompliance with present law. For example, in 1993 the
National Association of Realtors reported 3.8 million home sales
which is more than twice the amount of sales reported by tax-
payers filing Form 2119.48 Proposals that excluded all, or a sub-
stantial portion of, gain on the sale of a principal residence would
mitigate these concerns.

Opponents of such changes counter that owner-occupied housing
already is tax-favored. Some opponents believe that the favorable
treatment accorded owner-occupied housing under present law has
distorted aggregate investment towards housing and away from
plant and equipment. They argue that an expansion of preferential
treatment of gain on owner-occupied housing would increase ineffi-
ciency in investment decisions.

Proponents of permitting taxpayers to claim as capital loss any
loss realized on the sale of their principal residence argue that be-
cause capital gains on a sale or exchange of a principal residence
are taxable, losses on similar sales or exchanges should be treated
as capital losses. As such losses represent a reduction in the tax-
payer’s wealth, it is also argued that the losses should be taken
into account by the tax system to provide a better measure of eco-
nomic income.

In response, it is argued that in practice many capital gains on
the sale or exchange of principal residences are not taxed (e.g.,
through the operation of the sec. 1034 rollover provision and the
sec. 121 one-time $125,000 exclusion for taxpayers aged 55 or over);

therefore, capital losses on similar sales or exchanges should not be

allowed. To permit recognition of losses would favor purchases of
principal residences over other forms of investments that do not re-
ceive preferential taxation upon the payment of dividends or inter-
est or recognition of gain. Another counter-argument is that not all
economic losses are recognized for tax purposes. Taxpayers pur-
chase homes, cars, and other consumer durable goods primarily for
consumption purposes. Many losses arise from use and physical de-
preciation of such goods. For example, it is argued that if a tax-
payer purchases a new car for $20,000 (for personal use) and sells

48 Most observers believe that it is unlikely that half of that year's home sales occurred at
a loss. Even if sold at a loss, taxpayers deferring recognition of gain under section 1034 should
file Form 2119. For a discussion of inefficiencies created by present law, see Leonard E. Bur-
man, Sally Wallace, and David Weiner, “How Capital Gains Taxes Distort Homeowners’ Deci-
sions,” photocopy, November 14, 1996. Burman, Wallace, and Weiner estimate the extent to
which present homeowners are discouraged from “downsizing.”

e
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it five years later for less than $20,000, he or she should not be
allowed a capital loss. - ‘ eI s

5. Capital Loss Deduction Limit

Deductibility against ordinary income |

The present limits on the deductibility of capital losses against
ordinary income are intended to address problems that arise from

the high degree of taxpayer discretion over when to sell ce

types of assets. If capital losses were fully deductible against
nary income, as was the case between 1921 and 1934, a taxpayer
owning many assets could selectively sell only those assets with

losses and thereby wipe out the tax on ordinary income even, if .
those losses were offset by unrealized capital gains in the tax-
payer’s portfolio. This concern supports retention of a limitation on
the deduction of capital or investment losses, even if capital or in-

vestment gains are not subject to preferential tax treatment and

even though tax distinctions between investment and no
ment assets tend to generate disputes over the proper char riza
tion of particular assets. Some have suggested a mark-to-market
system (parallel to the present-law treatment of regulated futures
contracts) for both gains and losses, at least in the case of publicly
traded stock and securities or other readily valued assets. Others
contend that limitation of such a system to these types of assets
would retain possibilities for taxpayer manipulation. -

Limits on the deductibility of capital losses may be unfair to tax-
payers ‘who have losses in excess of unrealized gains, since they
may never get to deduct legitimate losses. Or, even if over a period
of years the taxpayer can deduct the full loss, the present value of
the deduction is reduced by deferral of the loss ‘deduction. The re-
duction in the value of the loss deduction creates an asymmetric
treatment of gains and losses. This relative penalty on loss deduc-
tion may discourage taxpayers from undertaking risky invest-
ments. However, the ability of the taxpayer to defer realization of
his gains at his discretion creates incentives to undertake such in-
vestzents. , Y e e B .

The present system—allowing the deduction of losses against up
to $3,000 of ordinary income—is a compromise between the desire”
to be fair to taxpayers with net losses and the need to protect the
tax base from selective realization of losses. In effect, small inves-
tors, who are presumed not to have large portfolios with unrealized
gains, are allowed to deduct capital losses against ordinary income,
and large investors, for whom $3,000 is not significant, are not. Ar-
guably, however, large investors may have larger portfolios and
lower transactional costs, making it easier selectively to realize ac-
crued gains to offset losses and reduce the adverse impact of the
$3,000 limit. ‘ o ’ C
Reduction of long-term capital loss carryovers

Prior law required that long-term losses be reduced by 50 percent
when deducteg against ordinary income (up to the $3,000 limit).
That rule was also a compromise between the need to protect the

tax base and equity to investors with net capital losses. If long-
term losses were fully deductible against ordinary income, as was
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the case before 1969, taxpayers with both long-term gains and
losses could realize the gains and losses in alternate years, paying
tax on less than the full value of the gains and fully deducting the
losses. Under prior law, a taxpayer who took care to realize losses
before they became long-term could, of course, achieve this result
despite the 50-percent reduction. To compensate for the loss limita-
tion, Congress retained a 50-percent cutback, instead of increasing
it to 60 percent, when the capital gains exclusion percentage was
increased from 50 to 60 percent in 1978.

6. Distributional Effects of a Reduction in Capital Gains

Either an exclusion from income or indexing the basis of capital
assets will benefit directly those taxpayers who hold assets with ac-
- crued capital gains. Information is somewhat scant regarding the
distribution of assets with accrued capital gains among different
taxpayers. Tax return data contain information on which taxpayers
" have realized capital gains in the past. These data reveal that
many taxpayers realize a capital gain from time to time, but the
majority of the dollar value of gains realized are by taxpayers who
' frequently realize capital gains. For example, the staff of the Joint
Committee on Taxation studied a panel representative of the more
than 15 million taxpayers who realized capital gains between 1979
‘and 1983. Approximately 44 percent of those taxpayers realized
capital gains in only one year of that five-year period, and the
gains realized by that 44 percent of taxpayers accounted for ap-
proximately 10 percent of the dollar value of gains realized. Tax-
payers who realized gains in each of the five years comprised ap-
proximately 16 percent of the sample, but accounted for approxi-
mately 60 percent of the dollar value of gains realized.4® Results
of similar magnitude are found for at data for any one year. The
staff of the Joint Committee on Taxation found that in 1985, 44
percent of all taxpayers who reported gains reported only one
transaction and those transactions accounted for 21 percent of the
dollar value of all gains realized in 1985. Consequently, nearly 80
percent of all gains realized in 1985 were realized by those tax-
payers who realized more than one gain in that year.50 Thus, while
many taxpayers may benefit from an exclusion or indexing for cap-
ital gains, the bulk of the dollar value of any tax reduction will go
to those taxpayers who realize the bulk of the dollar value of gains.

The data also suggest that taxpayers who infrequently realized
capital gains generally have lower incomes than those taxpayers
who frequently realized capital gains. These findings have been
criticized because income is sometimes measured including the re-
alized gain. However, attempts to account for this problem by
measuring income less realized gains or by using a measure of in-
come averaged over a period of years generally reveal that a large
portion of the dollar value of gains are realized by higher-income
taxpayers while a large portion of the transactions in which gains
are realized are undertaken by the remaining taxpayers. Such find-
ings are consistent with information on the ownership of assets in
the United States. Higher-income taxpayers generally hold a larger

49 Joint Committee on Taxation, Explanation of Methodology Used to Estimate Proposals Af-’

fecting the Taxation of Income from Capital Gains (JCS-12-90), March 27, 1990, pp. 48-49.
50 Joint Committee on Taxation, Explanation of Methodology, p. 49.

-
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proportion of corporate stock and other capital assets than do other
taxpayers. Thus, while many taxpayers may benefit from an exclu-
sion or indexing for capital gains, a larger proportion of the dollar
value of any tax reduction will go to those higher-income taxpayers
who realize the bulk of the dollar value of gains.

Although an exclusion and indexation of basis have similar eco-
nomic effects, the distribution of expected benefits of the two pro-
posals might be expected to differ somewhat. This is because an ex-
clusion applies to the total gain, excluding from income both a por-
tion of the inflationary gain and the real gain, while indexation
only excludes the inflationary gain. If different taxpayers hold dif-
ferent assets and the assets experience different real returns, the
benefits of an exclusion as compared to indexing will differ across
different taxpayers. For example, older taxpayers may be more con-
cerned with preservation of their principal and seek to hold less
risky assets. Similarly, higher-income taxpayers generally are more
willing to accept riskier investments. To compensate for risk, more
risky assets generate, on average, higher returns than less risky
assets. Such returns to risk are not inflationary returns but real
returns. Indexing provides no tax benefit to such risk premiums
earned by investors. All else being equal, an exclusion might be ex-
pected to offer greater tax benefits to higher-income taxpayers (who
invest in more risky assets) than would indexing.



E. Appendix to Part II

Table A.1.—Distribution of Transactions and Gains By Asset Type For Transactions With Net Long- -
Term Gain, 1994, As Reported on Schedule D

Number of Percent- Percent-
trans- Dollar value of age of all age of
Asset type actions : ) total
withner RS scions  ppluer
Corporate StOCK .......cccevieiereiereececceeesteie e ee s eeeve s e e 108,198  2,329,742,349 73.6 78.2
U.S. Government Obligations ....... eresreteetee e ee e rraeee s rrreresabanas 4,239 30,681,504 2.9 1.0
State & Local Government Obligations ............ccecvveeeeerevnennnn. 15,138 89,322,884 10.3 3.0
Other Bonds, Notes, & Debts .........ccoeeeeeeeeeerereeereseeesseeesesnans 2,410 32,424,537 1.6 1.1
Put and Call Options .......ccccceeiiniiereeeeeeeeereereeeeseeseeseeesessnees 874 5,757,473 0.6 0.2
Commodities and FUtUres ........cccceecveeeeeveeereeeveereeeeeereeressesseseonn M) ) (1) )
Tax-Exempt Municipal Bond FUNAS ...eeeeeereeeeeeeeeereeeeeeeeeeeeeeeons 2,864 6,276,992 1.9 0.2
Interests in Partnerships/S Corps ....c.cccoeveeeeeeeceeeeeeeeeesesrinnns » 1,488 221,587,471 1.0 74
Mutual Funds ........cccoeieevenienreiinreeeereeeeee s esee e svssessnens 8,255 49,741,609 5.6 1.7
LAVESEOCK ...eeieiieieieerieriictesteistieeeestesteeseeeeessessnesseessesssesssssnessssnssane @ @) *) )
TIMDBET ..cviviiiicetreeereee ettt s e e st es e s s 105 5,724,489 0.1 0.2
Invol. Conv. Other Than Casualties/Thefts .........ccoovvveveevvvvennn 1) O] 1) @)
Residential Rental Property ........cccoeecovvecerevreomeerieeesreereeeeseenennn, 510 35,058,048 . 0.3 1.2
Depreciable Business Personal Property ..........ccococoveeceeverennnn. ® O] M ®)
Depreciable Business Real Property ..........ccccoeevuveveeereevnerennee.. ™ O] O] O
Land Other Than Farmland ........ccc.ocoeeomeeeveeveeeeeeeeeeeeeereereeenns 1,164 82,227,427 0.8 2.8
Farmland and Ranches ..........c.ccoovevieeeeenerereeeeeeeeeeeeeeseseseesesesens ® ® o) ®
RESIARIICES ...ucviuireereeeecniees ettt e et eses s sre s seessaens ) ® ® M

é9



Table A.1.—Distribution of Transactions and Gains By Asset Type For Transactions With Net Long-
Term Gain, 1994, As Reported on Schedule D—Continued
Number of Percent-
Percent-
trans- age of
s Dollar value of age of all
Aascttpe actions, Tnetgaine e’ valueof
gain all gains
OLRET ASSEES .evvveereeereeriisrererssessaesessersssersessssssmasssssesstsesnessosuasnssssanss 1,145 69,652,381 0.8 2.3
Unidentifiable ASSEtS ....ccveeereecscrerseersressrsssnsseisasssssssssssssnsssassesstas 522 19,643,541 0.4 0.7
Pass Through, Not Elsewhere Classified ................ eesheeenenrsaens @) ® ) )
TOEAL ooooeoosooooeeesssesseesnese st rssi st essse s 146,912  2,977,840,705 100 100

1Fewer than 100 transactions; dollar amounts not disclosed.
Note.—Sample from Schedule D may not be representative of all gain recognitions.

Source: Joint Committee on Taxation staff calculations from Internal Revenue Service SOI data.

€9



64

Table A.2.—Transactions With Long-Term Gains, By Holding
Period, 1994, As Reported on Schedule D

Numb . Percenft- Percenft-
Holding period "'y >°" ®  Dollar value of i e
In years— actions gains trans- value of
; ; actions " gains
64,428 486,388,482 44.0 18.2
29,345 359,160,421 20.0 134
15,421 249,850,605 10.5 9.3
9,345 153,370,504 6.4 5.7
6,089 123,891,319 4.2 4.6
4,818 147,468,480 3.3 5.5
3,084 181,272,115 2.1 6.8
2,357 88,066,537 1.6 3.3
2,844 129,482,931 1.9 4.8
2,154 89,853,595 1.5 34
1,021 39,410,985 0.7 1.5
740 33,912,789 0.5 13
623 39,223,290 04 1.5
595 45,527,637 0.4 1.7
391 15,674,162 0.3 0.6
270 29,080,531 0.2 11
251 21,981,705 0.2 0.8
261 23,990,520 0.2 0.9
239 10,790,886 0.2 04
2,274 406,686,449 16 15.2
Totals 146,550 2,675,083,943 100.0 100
Note.—Sample from Schedule D may not be representative of all gain recogni-

tions.

Source: Joint Committee on Taxation staff calculations from Internal Revenue
Service SOI data.
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Table A.3.—Transactions With Capital Losses By Holding
Period, 1994, As Reported on Schedule D

Dollar
Number of

. . Number of trans- value of

Holding period Dollar value of . trans-

in yegars—p losstgrans- losses : actlon:- actions

actions pel:;;n percent-

age

56,828 449,941,281 55.5 35.6
20,259 206,118,499 19.8 .16.3
8,065 104,203,849 7.9 8.2
4,944 73,006,333 4.8 5.8
3,133 100,663,605 3.1 8.0
2,398 62,209,894 2.3 49
1,817 50,750,354 1.8 4.0
1,245 57,061,087 1.2 4.5
886 24,980,927 0.9 2.0
638 50,418,466 0.6 4.0
492 10,259,088 0.5 0.8
205 10,266,616 0.2 0.8
186 11,458,411 0.2 0.9
196 27,161,379 0.2 2.1
127 1,754,878 0.1 0.1
102 1,329,719 0.1 0.1
62 1,454,582 0.1 0.1
64 4,596,337 0.1 0.4
64 2,215,849 0.1 0.2
646 +14,188,061 0.6 1.1
Totals 102,357  1,264,039,215 100 - 100
Note.—Sample from Schedule D may not be representative of "all Toss ‘recogni-

tions.

Source: Joint Committee on Taxation staff calculations from Internal Revenue
Service SOI data. - E i - .



IIL. INDIVIDUAL: RETIREMENT ARRANGEMENTS (“IRAS”)
~ A. Present Law And Legislative Background

1. Individual Retirement Arrangements (“IRAs”)
a. Present-law rules for IRAs

In general

Under certain circumstances, an individual is allowed a deduc-
tion for contributions (within limits) to an individual retirement ac-
count or an individual retirement annuity (an “IRA”) (sec. 219). An
individual generally is not subject to income tax on amounts held
in an IRA, including earnings on contributions, until the amounts
are withdrawn from the IRA. No deduction is permitted with re-
spect to contributions made to an IRA for a taxable year after the
IRA owner attains age 70Va.

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $ 2,000 or 100 per-
cent of an individual’s compensation (earned income in the case of
self-employed individuals). A married taxpayer who files a joint re-
turn with his or her spouse is permitted to make the maximum de-
ductible IRA contribution of up to $2,000 for each spouse (includ-
ing, for example, a homemaker who does not work outside the
home) if the combined compensation of both spouses is at least
equal to the contributed amount.

A single taxpayer is permitted to make the maximum deductible
IRA contribution for a year if the individual is not an active partici-
pant in an employer-sponsored retirement plan for the year or the
individual has adjusted gross income (“AGI”) of less than $25,000.
A married taxpayer filing a joint return is permitted to make the
maximum deductible IRA contribution for a year if neither spouse
is an active participant in an employer-sponsored plan or the cou-
ple has combined AGI of less than $40,000.

If a single taxpayer or either spouse (in the case of a married
couple) is an active participant in an employer-sponsored retire-
ment plan, the maximum IRA deduction is phased out over certain
AGI levels. For single taxpayers, the maximum IRA deduction is
phased out between $25,000 and $35,000 of AGI. For married tax-

ayers, the maximum deduction is phased out between $40,000 and
550,000 of AGI. In the case of a married taxpayer filing a separate
Xetlln'sri, the deduction is phased out between $0 and $10,000 of

GI.

An individual is an active participant in an employer-sponsored
retirement plan for the taxable year if the individual is an active

51 A couple is not considered married for purposes of the IRA deduction rules if the individ-
uals file separate returns and live apart from one another at all times during the taxable year;
each spouse is treated as a single individual in such a case.

(66)
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participant for the plan year ending with or within the individual’s
taxable year. An employer-sponsored retirement plan means (1) a
qualified pension, profit-sharing, or stock bonus plan (sec. 401(a));
(2) a qualified annuity plan (sec. 403(a)); (3) a simplified employee
pension plan (sec. 408(k)); (4) any SIMPLE retirement account (sec.
408(p)); (5) a plan established for its employees by the U.S., by a
State or political subdivision, or by any agency or instrumentality
of the U.S. or a State or political subdivision (other than a deferred
compensation plan of a State or local government (sec. 457)); 6) a
plan described in section 501(c)(18); and (7) a tax-sheltered annuity

The determination of whether an individual is an active partici-
pant depends on the type of plan involved. In general, in the case
of a defined benefit pension plan, an individual is treated as an ac-
tive participant if the individual is eligible to participate in the
plan. An individual is an active participant in a defined contribu-
tion plan only if any amounts are allocated to the account of the
participant for the year.52 The extent to which a person is vested
in his or her benefits under an employer-sponsored plan is not
taken into account under the active participant rules.

Nondeductible IRA contributions | | |
Individuals may make nondeductible IRA contributions to the ex-
tent deductible contributions are not allowed because of the AGI
phaseout and active participant rules. A taxpayer may also elect to
make nondeductible contributions in lieu of deductible contribu-

tions. Thus, any individual may make nondeductible contributions
up to the excess of (1) the lesser of $2,000 or 100 percent of com-

_pensation over (2) the IRA deduction claimed by the individual. An

individual making nondeductible contributions is required to report
the amount of such contributions on his or her tax return. As is
the case with earnings on deductible IRA contributions, earnings
on nondeductible contributions are not subject to income tax until
withdrawn. Nondeductible IRAs provide the same tax benefit as de-

ferred annuities. However, there are no limits on the amount that

can be contributed to the purchase of a deferred annuity.
Taxation of withdrawals ‘ e e

Amounts withdrawn from IRAs (other than amounts that rep-
resent a return of nondeductible contributions) are includible in in-
come when withdrawn. If an individual withdraws an amount from
an IRA during a taxable year and the individual has “previously
made both deductible and nondeductible IRA contributions, then
the amount includible in income for the taxable year is the excess

he portion of the amount with-

ent in the contract (i.e., nondeduct-

drawn attributable to inve

ible contributions). The amount attributable to nondeductible con-

tributions is the portion of the amount withdrawn that bears the

same ratio to the amount withdrawn as the total amount of non-
deductible contributions bears to the totz

of the individual.

e e

52 The definition of active participant under present law is generally the same s the defini- |
tion of active participant that applied for purgoses of determining eligibility to make TRA con-
tributions prior to the IRA amendment adopted in the Economic Recovery Tax Act of 1981, =

valueof all IRAs .
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To discourage the use of amounts contributed to an IRA for non-
retirement purposes, withdrawals from an IRA prior to age 59%2
are subject to an additional 10-percent income tax, unless the with-
drawal is made (1) on account of death or disability, (2) in the form
of annuity payments, (3) for medical expenses of the individual and
his or her spouse and dependents that exceed 7.5 percent of AGI
or (4) for medical insurance of the individual and his or her spouse
and dependents (without regard to the 7.5 percent of AGI floor) if
the individual has received unemployment compensation for at
least 12 weeks, and the withdrawal is made in the year such unem-
ployment compensation is received or the following year. If a self-
employed individual is not eligible for unemployment compensation
under applicable law, then to the extent provided in regulations, a
self-employed individual is treated as having received unemploy-
ment compensation for at least 12 weeks if the individual would
have received unemployment compensation but for the fact that the
individual was self-employed. The exception to the additional tax
ceases to apply if the individual has been reemployed for at least
- 60 days. The 10-percent additional income tax is intended to recap-
ture at least a portion of the tax benefit of the IRA. A similar early
withdrawal tax applies to withdrawals from qualified retirement
plans and deferred annuities.

For years after 1999, a 15-percent excise tax is imposed on excess
distributions with respect to an individual during any calendar
year from qualified retirement plans, tax-sheltered annuities, and
IRAs.53 The purpose of the tax is to limit the total amount that can
be accumulated on behalf of a particular individual on a tax-fa-
vored basis. In enacting the excise tax, Congress believed that an
individual should not be permitted to accumulate excessive retire-
ment savings, regardless of whether such excess was attributable
to the receipt of multiple maximum benefits from several employ-
ers, very large appreciation in defined contribution plans, or the
use of IRAs by individuals receiving significant employer-provided
benefits. '

In general, excess distributions are defined as the aggregate
amount of retirement distributions (i.e., payments from applicable
retirement plans) made with respect to an individual during any
calendar year to the extent such amounts exceed $160,000 (for
1997). The dollar limit is indexed for inflation. Special rules apply
in the case of lump-sum distributions and post-death distributions.

b. Legislative background of IRAs

Employee Retirement Income Security Act of 1974

The individual retirement savings provisions of the Internal Rev-
enue Code were originally enacted in the Employee Retirement In-
come Security Act of 1974 (“ERISA”) to provide a tax-favored re-
tirement savings arrangement to individuals who were not covered
under a tax-qualified retirement plan maintained by an employer.
Individuals who were active participants in employer-sponsored re-
tirement plans were not permitted to make contributions to an

53 The excise tax on excess distributions was enacted as part of the Tax Reform Act of 1986,

effective with respect to distributions made after December 31, 1996. The Small Business Job
Protection Act of 1996 suspended the excise tax on distributions for 1997, 1998, and 1999.
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IRA. As enacted in ERISA, the limit on the deduction for IRA con-
tributions was generally the lesser of (1) 15 percent of the individ-
ual’s compensation (earned income in the case of a self-employed
individual) for the year, or (2) $1,500. ‘ T

Economic Recovery Tax Act of 1981

The Economic Recovery Tax Act of 1981 (“ERTA”) increased the
deduction limit for contributions to IRAs and removed the restric-.
tions on IRA contributions by active participants in employer-spon-
sored retirement plans. After ERTA, the deduction limit for IRAs
was generally the lesser of (1) 100 percent of the individual’s com-'
pensation (earned income in the case of a self-employed individual),
or (2) $2,000. Any individual was entitled to make a deductible con-
tribution to an IRA even if the individual was an active participant
in an employer-sponsored retirement plan. ‘ ’ ‘

The ERTA changes were motivated by Congressional concern
that a large number of workers, including many who were covered
by employer-sponsored retirement plans, faced the prospect of re-
tirement without the resources needed to provide adequate retire-
ment income levels. The Congress concluded that retirement sav-
ings by individuals during their working years can make an impor-

tant contribution towards providing retirement income security.

Tax Reform Act of 1986

- The Tax Reform Act of 1986 (“1986 Act”) added the present-law
restrictions on _deductible IRA contributions by active participants
in “employer-sponsored retirement plans. These restrictions are
similar to those originally included in ERISA. In addition, the 1986
Act added the present-law rules permitting individuals to make
nondeductible contributions to an IRA.

These changes were made because Congress determined at the
time that the expanded availability of IRAs had no discernible im-
pact on the level of aggregate personal saving. In addition, Con-
gress believed that the wide availability of the option to make elec-
tive deferrals under cash or deferred arrangements and tax-shel-
tered annuities reduced the prior concern that individuals in em-
ployer-maintained retirement plans should be able to save ‘addi-
tional amounts for retirement on a discretionary basis. Congress
was also concerned that data had shown that IRA utilization was
low among lower-income ‘taxpayers and that taxpayers for whom
IRA utilization was the largest would generally have saved without
regard to the tax incentives. However, Congress also wished to pro-
vide a tax incentive for discretionary retirement savings for all tax-
payers and therefore permitted all taxpayers to make nondeduct-
ible IRA contributions. :

Smail Business Job Protection Act of 1996

The Small Business Job Protection Act of 1996 (“1996 Act”) modi-
fied the rule relating to the maximum deductible IRA contribution
by permitting deductible IRA contributions of up to $2,000 to be
made for each spouse (including a spouse who does not work out-
side the home) if the combined compensation of both spouses is at
least equal to the contributed amount. Prior to the 1996 Act, the
maximum annual contribution that could be made for a nonwork-
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ing spouse was $250. This change was made because Congress was
concerned about the national savings rate, and believed that indi-
viduals should be encouraged to save. The Congress believed that
the ability to make deductible contributions to an IRA is a signifi-
cant savings incentive. However, this incentive was not available
to all taxpayers under prior law. The Congress believed that the
prior-law rules relating to deductible IRAs penalized American
homemakers. The Congress believed that IRA contributions should
be permitted for both spouses even though only one spouse works.

Health Insurance Portability and Accountability Act of 1996

The Health Insurance Portability and Accountability Act of 1996
(“HIPA”) modified the 10-percent early withdrawal tax for certain
IRA distributions to provide that the tax does not apply to with-
drawals from IRAs (1) for medical expenses of the individual and
his or her spouse and dependents in excess of 7.5 percent of AGI
and (2) for medical insurance of the taxpayer and his or her spouse
and dependents (without regard to the 7.5 percent of AGI floor) in
the case of individuals who have been receiving “unemployment
compensation for at least 12 weeks.

2. Qualified Retirement Plans
In general

A plan of deferred compensation that meets the qualification
standards of the Internal Revenue Code (a qualified plan) is ac-
corded special tax treatment under present law. Employees do not
include qualified plan benefits in gross income until the benefits
are distributed, even though the plan is funded and the benefits
are nonforfeitable. The employer is entitled to a current deduction
(within limits) for contributions to a qualified plan even though the
contributions are not currently included in an employee’s income.
Contributions to a qualified plan are held in a tax-exempt trust.

Employees, as well as employers, may make contributions to a
qualified plan. Employees may, subject to certain restrictions,
make both pre-tax and after-tax contributions to a qualified plan.
Pre-tax employee contributions (e.g., contributions to a qualified
cash or deferred arrangement (sec. 401(k) plan)) are treated the
same as employer contributions for tax purposes.

The tax treatment of contributions under qualified plans is es-
sentially the same as that of present law IRAs. However, the limits
on contributions to qualified plans are much higher than the IRA
contribution limits, so that qualified plans provide for a greater ac-
cumulation of funds on a tax-favored basis. The policy rationale for
permitting greater accumulation under qualified plans than IRAs
is that the tax benefits for qualified plans encourage employers to
provide benefits for a broad group of their employees. This reduces
the need for public assistance and reduces pressure on the social
security system. o _

The qualification standards and related rules governing qualified
plans are designed to ensure that qualified plans benefit an em-
ployer’s rank-and-file employees as well as highly compensated em-
ployees. They also define the rights of plan participants and bene-
ficiaries and provide some limits on the tax benefits for qualified
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plans.54 Certain of the rules relating to qualified plans are de-
signed to ensure that the amounts contributed to qualified plans
are used for retirement purposes. Thus, for example, an early with-
drawal tax applies to premature distributions from such plans, and
the ability to obtain distributions prior to termination of employ-
ment from certain types of qualiﬁed plans is restricted.

Types of qualified plans

Qualified plans are broadly classified into two categones, deﬁned
benefit pension plans and defined contribution plans, based on the
nature of the benefits provided.

Under a defined benefit pension plan, benefit levels are speclﬁed
under a plan formula. For example, a defined benefit pension plan
might provide an annual retirement benefit of 2 percent of final av-
erage compensation multiplied by total years of service completed
by an employee. Benefits under a defined benefit pension plan are
funded by the general assets of the trust established under the
plan; individual accounts are not maintained for employees partici-
pating in the plan. Benefits under a defined benefit pension plan
are guaranteed (within limits) by the Pension Benefit Guaranty
Corporation (“PBGC”), a federal corporatmn w1th1n the Department
of Labor.

Benefits under defined contribution plans are based solely on the
contributions (and earnings thereon) allocated to separate accounts
maintained for each plan participant. Profit-sharing plans and
qualified cash or deferred arrangements (called 401(k) plans after
the section of the Code regulating such plans) are examples of de-
fined contribution plans. '

Limits on contributions and beneﬁts

‘Under present law, limits apply to contributions’ ‘and beneﬁts»
under qualified plans. In the case of a defined benefit pension plan,
present law limits the annual benefits payable under the plan to
the lesser of (1) 100 percent of the participant’s average compensa-
tion for his or her high 3 years, or (2) $125,000 (for 1997).55 Under
a defined contribution plan, the qualification rules limit the annual
additions to the plan with respect to each plan participant to the
lesser of (1) 25 percent of compensation or (2) $30,000. Annual ad-
ditions are the sum of employer contributions, employee contribu-
tions, and forfeitures with respect to an individual under all de-
fined contribution plans of the same employer. The dollar limits are
increased for cost-of-living adjustments in $5,000 increments.

An overall limit applies if an individual is a participant in both
a defined contribution plan and a defined benefit plan of the same
employer. The Small Business Job Protection Act of 1996 repealed
thls overall limit for years beg'mmng after December 31, 1999.

54 Qualified plans are sub)ect to reg'ulatlon under Federal Iabor laws ('I'ltle I of Employee Re-
tirement Income Security Act of 1974 (ERISA)) as well as under the Internal Revenue Code.
The ERISA rules generally relate to rights of plan participants and the obhgatmns of plan ﬁdu—
ciaries.

55 Annual benefits may in some cases exceed this dollar limitation under grandfather and
icran?mon rules contained in the Tax Equity and Fiscal Responsibility Act of 1982 and other
egislation.
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Taxation of distributions

Under present law, a distribution of benefits from a qualified
plan generally is includible in gross income in the year it is paid
or distributed, except to the extent the amount distributed rep-
resents the employee’s investment in the contract (i.e., basis). Spe-
cial rules apply to lump-sum distributions, distributions rolled over
to an IRA, and distributions of employer securities.

Early distributions from qualified plans generally are subject to
the same additional 10-percent early withdrawal tax that applies
to early distributions from IRAs. However, certain additional excep-
tions to the tax apply. For example, the early withdrawal tax does
not apply to distributions made to an employee after separation
from service after attainment of age 55. Qualified plan distribu-
tions are also subject to the excess distribution tax applicable to
IRA distributions.>6

Qualified cash or deferred arrangements

As mentioned above, a qualified cash or deferred arrangement is
a type of qualified pension plan. Thus, such arrangements are sub-
ject to the rules generally applicable to qualified pension plans. In
addition, special rules apply o such arrangements.

A profit-sharing or stock bonus plan, a pre-ERISA money pur-
chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a qualified plan on behalf of the em-
ployee, or to the employee directly in cash. Contributions made at
the election of the employee are called elective deferrals. The maxi-
mum annual amount of elective deferrals that can be made by an
individual is $9,500 for 1997. This dollar limit is indexed for infla-
tion in $500 increments. An employee’s elective deferrals must be
fully vested. A special nondiscrimination test applies to elective de-
ferrals under cash or deferred arrangements. Employer matching
contributions and after-tax employee contributions under qualified
defined contribution plans are also subject to a special non-
discrimination test. -

3. SIMPLE Retirement Plans

Under present law, certain small businesses can establish a sim-
plified retirement plan called the savings incentive match plan for
employees (“SIMPLE”) retirement plan. SIMPLE plans can be
adopted by employers who employ 100 or fewer employees who re-
ceived at least $5,000 in compensation during the preceding year
and who do not maintain another employer-sponsored retirement
plan. A SIMPLE plan can be either an IRA for each employee or
part of a qualified cash or deferred arrangement (“401(k) plan”). If
established in IRA form, a SIMPLE plan is not subject to the non-
discrimination rules generally applicable to qualified plans (includ-
ing the top-heavy rules) and simplified reporting requirements
apply. Within limits, contributions to a SIMPLE plan are not tax-
able until withdrawn.

56 This excess distribution tax is suspended for 1997 through 1999.
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A SIMPLE plan can also be adopted as part of a 401(k) plan. In
that case, the plan does not have to satisfy the special non-
discrimination tests applicable to 401(k) plans and is not subject to
the top-heavy rules. The other qualified plan rules continue to

pply.

A SIMPLE retirement plan allows employees to make elective
contributions which cannot exceed $6,000 per year. The $6,000 dol-
lar limit is indexed for inflation in $500 increments. The employer
is required to satisfy one of two contribution formulas. Under the
matching contribution formula, the employer generally is required
to match employee elective contributions on a dollar-for-dollar basis
up to 3 percent of the employee’s compensation. Under a special
rule applicable to a SIMPLE IRA, the employer can elect a lower
percentage matching contribution for all employees (but not less
than 1 percent of each employee’s compensation). In addition, a
lower percentage cannot be elected for more than 2 out of any 5
years. ‘

Alternatively, for any year, an employer is permitted to elect, in
lieu of making matching contributions, to make a 2 percent of com-
pensation nonelective contribution on behalf of each eligible em-
ployee with at least $5,000 in compensation for such year, whether.
or not the employee makes an elective contribution. - )

In order for the employer to lower the matching percentage, (in
the case of a SIMPLE IRA), or to make a nonelective contribution
for any year, the employer has to notify employees of the applicable
match within a reasonable time before the 60-day election period
for the year. The 60-day election period is the period within which
each eligible employee can elect to participate in the SIMPLE plan
and modify any previous elections regarding the amount of con-
tributions. The 60-day period is the 60-day period before the begin-
ning of any year or the 60-day period before an employee first be-
comes eligible to participate.

No contributions other than employee elective contributions, re-
quired employer matching contributions or employer nonelective
contributions can be made to a SIMPLE plan. All contributions to
. an employee’s SIMPLE account must be fully vested. |

Contributions to a SIMPLE plan generally are deductible by the
employer and excludable from the employee’s income. Early with-
drawals from a SIMPLE plan generally are subject to the 10-per-
cent early withdrawal tax. However, in the case of a SIMPLE IRA,
withdrawals of contributions during the 2-year period beginning on
the date the employee first participated in the SIMPLE IRA are
subject to a 25-percent early withdrawal tax.

4. Simplified Employee Pensions (“SEPs”)

Under present law, certain employers (other than tax-exempt
and governmental employers) can establish a simplified employee
pension (SEP) for the benefit of their employees. A SEP is an IRA
which may receive contributions from the employer in an amount
that is greater than the normal IRA deduction limits. The employee
is always 100-percent vested in employer contributions. SEPs are
generally subject to the same rules that apply to IRAs. In addition,
certain other rules apply. Each employee who (1) has attained age
21, (2) has performed services for the employer during at least 3
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of the immediately preceding 5 years, and (3) received at least $400
(for 1997) in compensation from the employer for the year. An em-
ployee can participate even though he or she is also a participant
in one or more other qualified retirement plans sponsored by the
employer. However, SEP contributions are added to the employer’s
contribution to the other plans on the participant’s behalf in apply-
ing the limits on contributions and benefits (sec. 415).

Effective for taxable years beginning after December 31, 1996,
employers can no longer establish a salary reduction SEP
(“SARSEP”) under which the employees can elect to have contribu-
tions made to the plan or to receive the contributions in cash (sec.
408(k)(6)). However, employers may continue to make contribu-
tions, under rules in effect prior to January 1, 1997, to SARSEPs
that were established before 1997. In addition, employees hired
after December 31, 1996, may participate in SARSEPs established
by their employers prior to January 1, 1997.

5. Other Tax Incentives for Saving

Tax-sheltered annuities

Tax-sheltered annuities are another form of employer-based re-
tirement plan that provide the same tax benefits as qualified plans
and IRAs. Employers may contribute to such annuities on behalf
of their employees, and employees may contribute on a pre-tax
basis through salary reduction. Tax-sheltered annuities are subject
to rules similar to some of the rules applicable to qualified plans.
Tax-sheltered annuity plans may be maintained only by certain
types of organizations, in particular, tax-exempt charitable organi-
zations and educational institutions. '

Annuity contracts

Present law provides that income credited to a deferred annuity
contract is not currently includible in the gross income of the owner
of the contract nor is the income taxed to the insurance company
issuing the contract. No deduction is provided for, and no dollar
limits are imposed on, amounts used to purchase annuity contracts.

" In general, amounts received by the owner of an annuity contract
before the annuity starting date (including loans under or secured
by the contract) are includible in gross income as ordinary income
to the extent that the cash value of the contract exceeds the own-
er's investment in the contract. In addition, a portion of each dis-
tribution received after the annuity starting date is treated as ordi-
nary income based on the ratio of the investment in the contract
to the total distributions expected to be received.

A 10-percent additional income tax is imposed on certain early
withdrawals under an annuity contract. This additional tax does
not apply to any distribution made after the owner of the contract
attains age 59%2, receives annuity payments under the contract, or
satisfies certain other requirements.

Life insurance

Under present law, the investment income (“inside buildup”)
earned on premiums credited under a life insurance policy gen-
erally is not subject to current taxation to the owner of the policy

£
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or to the insurance company issuing the contract. This favorable
tax treatment is available only if a life insurance contract meets
certain requirements designed to limit the investment character of
the contract. The contract must satisfy the statutory definition of
life insurance by meeting either of two statutory tests: the “cash
value accumulation” test, or the “guideline premium/cash value cor-
ridor” test. .

No deduction is provided for, and no dollar limits are imposed on,
amounts used by an individual to purchase life insurance contracts.

Death benefits paid under a life insurance contract are excluded
from income, so that neither the policyholder nor the policyholder’s
beneficiary is ever taxed on the inside buildup if the proceeds of
the policy are paid to the policyholder’s beneficiary by reason of the
death of the insured. L )

- . Distributions from a life insurance contract (other than a modi-
fied endowment contract) that are made prior to the death of the
insured generally are includible in income only to the extent that
the amounts distributed exceed the taxpayer’s basis in the contract;
such distributions generally are treated first as a tax-free recovery
of basis, and then as income. In the case of a modified endowment
contract, however, distributions are treated as income first, loans
are treated as distributions (i.e., income rather than basis recovery
first), and an additional 10-percent tax is imposed on the income
portion of distributions made before age 59% and in certain other
circumstances. T

B. Description of Proposals

1. IRA Provisions Contained in the President’s Fiscal Year
1998 Budget Proposal

In general

In general, the President’s budget proposal would: (1) increase
the present-law income limits (in two steps) on deductible IRA con-
tributions and increase the income phase-out range to $20,000 (so
that, for married taxpayers in 1997, 1998, and 1999, the income
phase-out range would be $70,000 to $90,000 of AGI, and $80,000
to $100,000 thereafter; and for single taxpayers in 1997, 1998, and
1999, the income phase-out range would be $45,000 to $65,000 of
AGI, and $50,000 to $70,000 thereafter); (2) index the $2,000 IRA
contribution limit and the income limits; (3) coordinate the IRA
contribution limit with the elective deferral limit; (4) create non-
deductible tax-free IRAs called “Special IRAs;” and (5) provide an
exception from the 10-percent early withdrawal tax for IRA dis-
tributions used for higher education expenses, first-time homebuyer
expenses, medical expenses (in excess of 7.5 percent of AGI) of the
individual’s child, grandchild, parent or grandparent regardless of
whether such person is a dependent of the individual, and distribu-
tions for any reason to individuals who have been receiving unem-
ployment compensation for at least 12 weeks. The proposal would
also provide that IRA assets can be invested in qualified State tui-
tion program instruments.
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Deductible IRA contributions

The proposal would increase the income limits at which the max-
imum IRA deduction is phased out for active participants in em-
ployer-sponsored retirement plans in two steps. For married tax-
payers in 1997, 1998, and 1999, the income phase-out range would
be $70,000 to $90,000 of AGI, and $80,000 to $100,000 thereafter.
For single taxpayers in 1997, 1998, and 1999, the income phase-
out range would be $45,000 to $65,000 of AGI, and $50,000 to
$70,000 thereafter. The income thresholds would be indexed for in-
flation, beginning after 2000.

The IRA deduction limit would be coordinated with the limit on
elective deferrals so that the maximum allowable IRA deduction for
a year could not exceed the excess of the elective deferral limit over
the amount of elective deferrals made by the individual.

The proposal would provide that the exception to the early with-
drawal tax for distributions after age 59%: does not apply to
amounts that have been held in an IRA for less than 5 years.

Inflation adjustment for IRA contribution limit

The $2,000 IRA deduction limit would be indexed for inflation for
taxable years beginning after 1997. :

Nondeductible contributions to tax-free Special IRAs

Under the proposal, individuals who are eligible to make deduct-
ible IRA contributions also would be eligible to make nondeductible
contributions to a Special IRA. Special IRAs generally would be
treated the same as IRAs, but also would be subject to special
rules. The IRA deduction limit and the limit on contributions to
Special IRAs would be coordinated. Thus, the maximum contribu-
tion that could be made in a year to a Special IRA would be the
excess of the IRA deduction limit applicable to the individual over
the amount of the individual’s deductible IRA contributions. Dis-
tributions from Special IRAs would not be includible in income to
the extent attributable to contributions that had been in the Spe-
cial TRA for at least five years. Withdrawals of earnings from Spe-
cial IRAs during the 5-year period after contribution would be.sub-
ject to income tax, and also would be subject to the 10-percent tax
on early withdrawals unless used for one of the special purposes
described below (or unless a present-law exception to the tax, other
than the exception for distributions after age 59%2, applies).

'An individual whose AGI for a year does not exceed $100,000 for
married taxpayers and $70,000 for single taxpayers could convert
an existing IRA into a Special IRA without being subject to the 10-
percent tax on early withdrawals. The amount transferred from the
deductible IRA to the Special IRA generally would be includible in
the individual’s income in the year of the transfer.5? However, if a
transfer is made before 1999, the amount to be included in the in-
dividual’s income with respect to the transfer would be spread
evenly over four taxable years.58

57 The amount transferred would not be included in the taxpayer’s AGI for purposes of apply-
ing the income limits on IRA contributions to the taxpayer for the year of transfer.

88 In the case of such a transfer before 1999, the amount of such transfer would also be taken
into acco_ugt for purposes of the 15-percent excise tax on excess distributions ratably over a four-
year period. .
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Special purpose withdrawals

The proposal would provide exceptions to the 10-percent early
withdrawal tax for distributions from IRAs or Special IRAs used
for certain special purposes. Penalty-free withdrawals would be
withdrawals (1) for qualified higher education expenses of the tax-
payer, the taxpayer’s spouse, or the taxpayer’s child or grandchild
(whether or not a dependent), (2) for acquisition of a principal resi-
dence for a first-time homebuyer who is the taxpayer, the tax-
payer’s spouse, or the taxpayer’s child or grandchild, (3) for medical
expenses (in excess of 7.5 percent of AGI) of the individual’s child,
grandchild, parent or grandparent, whether or not that person oth-
erwise qualifies as the individual’s dependent, and (4) made by in-
dividuals who have been receiving unemployment compensation for
at least 12 consecutive weeks. :

Investment in qualified State tuition program instruments

The proposal would provide that any IRA assets can be invested
in qualified State tuition program instruments. To the extent the
instrument is converted into tuition and fees, the account holder
would be treated as receiving a distribution equal to the cost of
such tuition and fees as of the time of the conversion. Further,
such a deemed distribution would be treated as a special purpose
withdrawal for qualified higher education expenses, and thus
would not be subject to the 10-percent additional tax on early with-
drawals. The tax treatment of the deemed distribution would de-
%%?\d on whether the instrument is held by an IRA or a Special

Effective date

The proposal would generally be effective on January 1, 1997.
The IRA provisions sunset after December 31, 1999.

2. The “Savings and Investment Incentive Act ofwl!')Q"?” (HR
446) (Mr. Thomas and others) 59

IRA deduction limits (sec. 101 of the bill)

The bill would increase the AGI limits applicable to deductible
IRA contributions for active participants in 1997, 1998, 1999, and
2000. Thereafter, the bill would repeal the limits on IRA deduc-
tions for active participants in employer-sponsored retirement
plans. Thus, under the bill, after 2000, an individual would be enti-
tled to make a $2,000 deductible IRA contribution without regard
to whether the individual was an active participant in an employer-
sponsored retirement plan.

In the case of married taxpayers filing a joint return, for years
before 2001, the IRA deduction for active participants would be
phased out between the following AGI amounts: for 1997, $65,000
and $75,000; for 1998, $90,000 and $100,000; for 1999, $115,000
and $125,000; and for 2000, $140,000 and $150,000.

59 H.R. 446 was introduced on Januar;29, 1997, by Mr. Thomas, Mr. Neal (Massachusetts),
Mr. Ensign, Mr. Bereuter, Mr. English (Pennsylvania), Mr. Gejdenson, Mr. McIntosh, Mr. Liv-

ingston, Mr. Ehrlich, Mr. Herger, Mr. McGovern, Mr. Frost, Mr. Cook, Mrs. Emerson, Ms. Dunn, :

Mr. Crane, Mr. Graham, Mr. Green, Mr. McCrery, Mr. Saxton, Mr. Barrett (Nebraska), and Mr.
Bartlett (Maryland). . )
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In the case of single taxpayers, for years before 2001, the IRA de-
duction for active participants would be phased out between the
following AGI amounts: for 1997, $50,000 and $60,000; for 1998,
$75,000 and $85,000; for 1999, $100,000 and $110,000; and for
2000, $125,000 and $135,000.

Deductible IRAs available for nonworking spouses (sec.
101(a)(2) of the bill)

Under the bill, an individual would not be considered an active

participant in an employer-sponsored retirement plan merely be-
cause the individual’s spouse is such an active participant. Thus,
the bill would permit a nonworking spouse to make a deductible
IRA contribution of up to $2,000 without regard to the present-law
income phaseouts.

Indexing of IRA contribution limit (sec. 102 of the bill)

The bill would index the $2,000 IRA contribution limit in mul-
tiples of $500 after 1997. ' ' o

Coit;)s.lclz)nd bullion not treated as collectibles (sec. 103 of the
1 ‘ ' '

Under the bill, the definition of coins eligible for the present-law
exception for IRA assets invested in collectibles would be amended.
Thus, the bill would define a coin eligible for the exception as (1)
any coin certified by a national grading service and traded on a na-
tionally recognized electronic network, or listed by a recognized
wholesale reporting service and was legal tender in the country of
issuance or was issued under the laws of any State and (2) any
gold, silver, platinum, or palladium bullion (whether fabricated in
the form of a coin or not) of a fineness equal to or exceeding the
maximum fineness required for metals that may be delivered in
satisfaction of a regulated futures contract subject to regulation by
the Commedity Futures Trading Commission under the Commodity
Exchange Act. The bill would require that the coin or bullion be in
the physical possession of the IRA trustee. '

Nondeductible contributions t{)y tax-free IRA Plus accounts
(sec. 111 of the bill) ' o

The bill would permit taxpayers to make nondeductible contribu-
tions to new IRA Plus accounts. Generally, IRA Plus accounts
would be treated in the same manner as and be subject to the same
rules applicable to deductible IRAs. However, a number of special
rules would apply. o

Contributions to an IRA Plus account would be nondeductible.
The amount of nondeductible contributions to an IRA Plus account
that could be made for any taxable year would be tied to the limits
for deductible IRAs, so that the aggregate amount of contributions
to an IRA Plus account could not exceed the excess of (1) the IRA

deduction limit for the year (determined without regard to the rule.

coordinating the IRA deduction limit with the elective deferral
limit) over (2) the amount of IRA contributions actually deducted
for the year.

Under the bill, any qualified distribution from an IRA Plus ac-
count would not be included in gross income and would not be sub-

¥
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ject to the 10-percent additional income tax on early withdrawals.
A qualified distribution from an IRA Plus account would include
any payment or distribution (1) made on or after the date the IRA
Plus owner attains age 59%2, (2) made to a beneficiary of the IRA
Plus owner after death, (3) on account of disability of the IRA Plus
owner, or (4) which is a qualified special purpose distribution (i.e.,
a dlstnbutlon for first-time home purchase, medical expenses, long-
term unemployment and higher education expenses).

The bill provides that a distribution would not be treated as a
qualified distribution if it is made within the 5-taxable year period

beginning with the first taxable year for which the individual made

a contribution to an IRA Plus account (or such individual’s spouse
made a contribution to an IRA Plus account). In addition, the bill
provides that a distribution would not be treated as a quahﬁed dis-
tribution if, in the case of a distribution attributable to a qualified
rollover contnbutlon the distribution is made within the 5-taxable

year period begmmng with the taxable year in whlch the rollover’

contribution was made.

In the case of a distribution from an IRA Plus account that is not

a qualified distribution, in applying the rules of section 72, the dis-
tribution would be treated as made from contributions to the TRA
Plus account to the extent that such distribution, when added to
all previous distributions from the IRA Plus account, does not ex-

ceed the aggregate amount of contributions to the TRA Plus ac-

count. Thus, nonquahﬁed distributions from an IRA Plus account
would not be included in income (and subject to the additional 10-
percent tax on early withdrawals) until the IRA owner had with-
drawn amounts in excess of all contributions to the IRA Plus ac-
count.

Rollover contributions would be permitted to an IRA Plus only to
the extent such contributions consist of a payment or distribution
from another IRA Plus or from an individual retirement plan. Such
rollover contributions would not be taken into account in determin-
ing the contribution limit for a taxable year. The normal IRA roll-
over rules would otherwise govern the eligibility of withdrawals
from IRA Plus accounts to be rolled over.

The bill would permit amounts withdrawn from TRAs to be trans-
ferred into an IRA Plus. The amount transferred would be includ-
ible in gross income in the year the withdrawal was made, except
that amounts transferred to an IRA Plus before January 1 1999,
would be includible in income ratably over a 4-year period. The 10-
percent early withdrawal tax would not apply to amounts trans-
ferred from an IRA to an IRA Plus account ‘

Under the bill, the excise tax on excess distributions from quali-

fied retirement plans (sec. 4980A) would not apply to distributions
from an IRA Plus account or to any qualified rollover contribution
from an individual retirement plan to an IRA Plus account.

The provisions of the bill relating to IRA Plus accounts’ would be
effective for taxable years beg‘lnmng after December 31, 1996.
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IRA withdrawals for first-time home purchase, long-term un-
employment, post-secondary education expenses, and
qualified medical expenses (sec. 201 of the bill)

The bill would permit withdrawals to be exempt from the 10-per-
cent additional tax on early withdrawals (sec. 72(t)) if made (1) for
a qualified first-time homebuyer; (2) in the event of long-term ‘un-
employment, for any reason; (3) for the post-secondary education
expenses of the individual, the spouse of the individual, or a de-
pendent child of the individual or the individual’s spouse; and (4)
in the case of distributions for medical purposes, for a child, grand-
child, or ancestor of the individual or the individual’s spouse (re-
gardless of whether such person is a dependent of the individual).

A qualified first-time homebuyer distribution would mean any
distribution received by an individual if it is used within 60 days
to pay qualified acquisition costs with respect to a principal resi-
dence of a first-time homebuyer who is the individual, the individ-
ual’s spouse, or any child, grandchild, or ancestor of the individual
or the individual’s spouse. Qualified acquisition costs include the
costs of acquiring, constructing, or reconstructing a residence and
any usual or reasonable settlement, financing, or other closing
costs. An individual generally is a first-time homebuyer if the indi-
vidual (and the individual’s spouse, if married) did not have an
ownership interest in a principal resident during the 2-year period
ending on the date of acquisition of the principal residence.

For purposes of this provision, long-term unemployment has the
same meaning as under present law (i.e., the individual has re-
ceived unemployment compensation for at least 12 weeks).

For purposes of this provision, qualified higher education ex-
penses would be defined as tuition, fees, books, supplies, and equip-
ment required for enrollment or attendance at an eligible edu-
cational institution. The amount of qualified higher education ex-
penses would be reduced by any amount excluded from income
upon redemption of a qualified U.S. savings bond (sec. 135).60 .

The provision would be effective for distributions after December
31, 1996. 4

3. IRA Provisions Contained in the “Balanced Budget Act of
1995” (H.R. 2491, 104th Cong.) (the “BBA”)

Restoration of IRA deduction (sec. 11011 of the BBA)

‘Under the BBA, the income limits at which the maximum IRA

deduction would have been phased out for active participants
would increase in increments each year until 2007. For married
taxpayers, the deduction would be phased out over a $20,000 in-
come range, increased in $2,500 increments until the phase-out
range is $100,000 to $120,000 (in 2007). For single taxpayers, the
deduction would be phased out over a $10,000 income range, in-
creased in $5,000 increments until the phase-out range is $85,000
to $95,000 (in 2007). The income thresholds would be indexed for
inflation beginning after 2007. The $2,000 limit on deductible IRA
contributions would be indexed for inflation beginning after 1996.

60 The BBA was passed by the 104th Congress and vetoed by President Clinton.

®
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The provision increasing the income limits would have been ef-
fective for taxable years beginning after December 31, 1996. Index-
ing of the $2,000 IRA deduction limit would have been effective for
taxable years beginning after December 31, 1996. T

Definition of active participant (sec. 11013 of the BBA)

An individual would not be considered an active participant in an
employer-sponsored retirement plan merely because the individ-
ual’s spouse is such an active participant.61

The provision would have been effective for taxable years begin-
ning atter December 31, 1995. '

Nondeductible contributions to tax-free American UIDrear‘n IRA
(sec. 11015 of the BBA) o v .

- An individual would have been permitted to make contributions
to an American Dream IRA (“AD IRA”) to the extent he or she does
not make deductible contributions to an IRA. The active participant
rule would be disregarded in determining the maximum deductible
IRA contribution. ’I%xe income limits applicable to deductible IRAs
would not apply to AD IRAs. Contributions could be made to an AD
IRA after age 70%2 and the pre-death minimum distribution rules
would not apply. ~ : ,
. An individual could convert an IRA to an AD IRA. The amount
transferred to an AD IRA before January 1, 1998, would be includ-
ible in gross income ratably over a 4-year period. The 10-percent
Zagl{ Rxxithdrawal tax would not apply to amounts converted to an

Under the BBA, any qualified distribution from an AD IRA
would not be included in gross income and would not be subject to
the 10-percent early withdrawal tax. A qualified distribution from
an AD IRA would include any payment or distribution (1) made on
or after the date on which the individual attains age 59%2, (2) made
to a beneficiary (or the estate of the individual) on or after the
death of the individual, (3) attributable to the individual’s being
disabled, or (4) which is a qualified special purpose distribution
(i.e., a distribution for first-time home purchase, higher education
expenses, medical expenses in excess of 7.5 percent of AGI, and
long-term unemployment).

The BBA would provide that a distribution would not be treated
as a qualified distribution if it is made within the 5-taxable year
period beginning with the first taxable year for which the individ-
ual made a contribution to an AD IRA (or such individual’s spouse
made a contribution to an AD IRA). In addition, the BBA would
provide that a distribution would not be treated as a qualified dis-
tribution if, in the case of a distribution attributable to a qualified
rollover contribution, the distribution is made within the 5-taxable
year period beginning with the taxable year in which the rollover
contribution was made. , o

In the case of a distribution from an AD IRA that is not a quali-
fied distribution, in applying the rules of section 72, the distribu-
tion would be treated as made from contributions to the AD IRA

61 The BBA also contained a provision similar to a provision enacted as part of the Small’
Business Act of 1996 which permits a deductible contribution of up to $2,000 for a nonworking
spouse. . : 735 s ol Hieiyet vt
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to the extent that such distribution, when added to all previous dis-
tributions from the AD TRA, does not exceed the aggregate amount
of contributions to the AD IRA. Thus, nonqualified distributions
from an AD IRA would not be included in income (and subject to
the additional 10-percent tax on early withdrawals) until the AD
IRA owner had withdrawn amounts in excess of all contributions
to the AD IRA. In addition, the excise tax on excess distributions
from qualified retirement plans (sec. 4980A) would not apply to dis-
tributions from an ADIRA. ) ,

The provision would have been effective for taxable years begin-
ning after December 31, 1995.

Distributions from IRAs to purchase first homes, to pay high-
er education or financially devastating medical ex-
%gz‘:)es, or to unemployed individuals (sec. 11016 of the

The BBA would have permitted withdrawals from an AD IRA or
a deductible IRA to be exempt from the 10-percent tax on early
withdrawals if made (1) for first-time homebuyer expenses of the
individual, the individual’s spouse or any child, grandchild, or an-
cestor of the individual or the individual’s spouse, (2) for higher
education expenses of the individual, the individual’s spouse or any
child, grandchild, or ancestor of the individual or the individual's
spouse, (3) for medical expenses in excess of 7.5 percent of AGI for
the individual, the individual’s spouse or any child, grandchild, or
ancestor of the individual or the individual’s spouse, and (4) in the
event of long-term unemployment for any reason. For purposes of
this provision, long-term unemployment would have the same
meaning as under present law (i.e., the individual has received un-
employment compensation for at least 12 weeks).

The provision would have been effective for distributions after
December 31, 1995. '

4. IRA Provisions of the “American Family Tax Relief Act”:
(S.2) (Senator Roth and others) 62 S '

Restoration of IRA deduction for all taxpayers (sec. 401 of
the bill)

The bill would increase the AGI limits applicable to deductible
IRA contributions for active participants in 1997, 1998, 1999, and
2000. Thereafter, the bill would repeal the limits on IRA deduc-
tions for active participants in employer-sponsored retirement
plans. Thus, under the bill, after 2000, an individual would be enti-
tled to make a $2,000 deductible IRA contribution without regard
to whether the individual was an active participant in an employer-
sponsored retirement plan. :

In the case of married taxpayers filing a joint return, for years
before 2001, the IRA deduction for active participants would be
phased out between the following AGI amounts: for 1997, $65,000

62 S. 2 was introduced on January 21, 1997, by Senators Roth, Lott, Abraham, Allard,
Ashcroft, Brownback, Craig, D’Amato, DeWine, Domenici, Enzi, Faircloth, Gorton, Grams,
Hagel, Hatch, Helms, Hutchison, Kyl, Murkowski, Nickles, Roberts, Santorum, Sessions, Smith
gleew lE-Iampaahire), Smith (Oregon), Thomas, Thurmond, Warner, Coverdell, Coats, and

mpthorne.
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and $75,000; for 1998, $90,000 and $100,000; for 1999, $115,000
and $125,000; and for 2000, $140,000 and $150,000.

In the case of single taxpayers, for years before 2001, the IRA de-
duction for active participants would be phased out between the
following AGI amounts: for 1997, $50,000 and $60,000; for 1998,
$75,000 and $85,000; for 1999, $100,000 and $110,000; and for
2000, $125,000 and $135,000. ,

The bill would provide that the IRA deduction limit for any indi-
vidual is coordinated with the limit on elective deferrals under a
qualified cash or deferred arrangement and under certain other
plans. Thus, the sum of an individual’s deductible contributions to
an IRA and the individual’s elective deferrals could not exceed the
annual limit on elective deferrals.

The provision would be effective for taxable years beginning after
December 31, 1996.

Deductible IRAs for nonworking spouses (sec. 402 of the bill)

Under the bill, an individual would not be considered an active
participant in an employer-sponsored retirement plan merely be-
cause the individual’s spouse is such an active participant. Thus,
the bill would permit a nonworking spouse to make a deductible
IRA contribution of up to $2,000 without regard to the present-law
income phaseouts. ‘ g

The provision would be effective for taxable years beginning after
December 31, 1996.

Nondeductible contributions to tax-free IRA Plus accounis
(sec. 403 of the bill)

The bill would permit taxpayers to make nondeductible contribu-
tions to new IRA Plus accounts. Generally, IRA Plus accounts
would be treated in the same manner as and be subject to the same
rules applicable to deductible IRAs. However, a number of special
rules would apply.

Contributions to an IRA Plus would be nondeductible. The
amount of nondeductible contributions to an IRA Plus that could
. be made for any taxable year would be tied to the limits for deduct-
ible IRAs, so that the aggregate amount of contributions to an IRA
Plus could not exceed the excess of (1) the IRA deduction limit for
the year (determined without regard to the rule coordinating the
IRA deduction limit with the elective deferral limit) over (2) the
amount of IRA contributions actually deducted for the year.

‘Under the bill, any qualified distribution from an IRA Plus ac-
count would not be included in gross income and would not be sub-
ject to the 10-percent additional income tax on early withdrawals.
A qualified distribution from an IRA Plus account would include
any payment or distribution (1) made on or after the date the IRA
Plus owner attains age 59%, (2) made to a beneficiary of the IRA
Plus owner after death, (3) on account of disability of the IRA Plus
owner, or (4) which is a qualified special purpose distribution (i.e.,
a distribution for medical expenses, the costs of starting a business
of the IRA Plus owner or the owner’s spouse, long-term unemploy-
ment, and higher education expenses).

The bill provides that a distribution, which is made on account
of attainment of age 59%2, would not be treated as a qualified dis-
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tribution if it is made within the 5-taxable year period beginning
with the first taxable year for which the individual made a con-
tribution to an IRA Plus account (or such individual’s spouse made
a contribution to an IRA Plus account). In addition, the bill pro-
vides that a distribution would not be treated as a qualified dis-
tribution if, in the case of a distribution attributable to a qualified
rollover contribution, the distribution is made within the 5-taxable
year period beginning with the taxable year in which the rollover
contribution was made. -

In the case of a distribution from an IRA Plus account that is not
a qualified distribution, in applying the rules of section 72, the dis-
tribution would be treated as made from contributions to the IRA
Plus account to the extent that such distribution, when added to
all previous distributions from the IRA Plus account, does not ex-
ceed the aggregate amount of contributions to the IRA Plus ac-
count. Thus, nonqualified distributions from an IRA Plus account
would not be included in income (and subject to the additional 10-
percent tax on early withdrawals) until the IRA owner had with-
drawn amounts in excess of all contributions to the IRA Plus ac-
count.

Rollover contributions would be permitted to an IRA Plus only to
the extent such contributions consist of a payment or distribution
from another IRA Plus or from an individual retirement plan. Such
rollover contributions would not be taken into account in determin-
ing the contribution limit for a taxable year. The normal IRA roll-
over rules would otherwise govern the eligibility of withdrawals
from IRA Plus accounts to be rolled over.

The bill would permit amounts withdrawn from IRAs to be trans-
ferred into an IRA Plus. The amount transferred would be includ-
ible in gross income in the year the withdrawal was made, except
that amounts transferred to an IRA Plus before January 1, 1999,
would be includible in income ratably over a 4-year period. The 10-
percent early withdrawal tax would not apply to amounts trans-
ferred from an IRA to an IRA Plus account.

Under the bill, the excise tax on excess distributions frem quali-
fied retirement plans (sec. 4980A) would not apply to distributions
from an IRA Plus account or to any qualified rollover contribution
from an individual retirement plan to an IRA Plus account.

The provisions of the bill relating to IRA Plus accounts would be
effective for taxable years beginning after December 31, 1996.

IRA withdrawals for business startup, long-term unemploy-
ment, and post-secondary education expenses (secs. 404-
406 of the bill)

The bill would permit withdrawals to be made income tax free
and exempt from the 10-percent additional tax if made (1) for the
business start-up expenses of the individual or the spouse of the in-
dividual; (2) in the event of long-term unemployment, for any rea-
son; or (3) for the post-secondary education expenses of the individ-
ual, the spouse of the individual, or a dependent child of the indi-
vidual or the individual’s spouse.

For purposes of this provision, business start-up expenses include
expenses associated with the establishment of the business that are
incurred on or before the business start date and on or before the
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date which is one year after the business start date, such as start-
up expenditures within the meaning of section 195(c), organiza-
tional expenses within the meaning of sections 248(b) and 709(b),
and other expenses related to starting a business (e.g., purchasing
" a computer, software, inventory, etc.). No deduction otherwise al-
lowable with respect to any business start-up expense will be al-
lowed to the extent this provision applies to such expense. In addi-
tion, to the extent this provision applies to any portion of business
start-up expenses which are properly chargeable to capital account,
the basis of the property to which such expenses are chargeable
will be reduced by the amount taken into account under this provi-
sion.

For purposes of this provision, long-term unemployment has the
same meaning as under present law (i.e., the individual has re-
ceived unemployment compensation for at least 12 weeks).

For purposes of this provision, post-secondary education expenses
would be defined as the student’s cost of attendance as defined in
section 472 of the Higher Education Act of 1965 (generally, tuition,
fees, room and board, and related expenses).

The provision would be effective for distributions after December
31, 1996. ‘ e

Cb. Economic Ana.lysié of FIRAs Génefalls;
1. Comparison of Deductible IRAs, Back-End IRAs, and Non-
deductible IRAs , e e e bt

a. General comparison of IRAs

In general

Present law and proposals to create back-end IRAs present the
taxpayer with three different tax-preferred saving vehicles, each of
which is called an Individual Retirement Arrangement: deductible
IRAs, back-end IRAs, and nondeductible IRAs. In general, the de-
ductible IRA and back-end IRA both offer the taxpayer a greater
after-tax return than does the nondeductible IRA. The difference in
return arises because the deductible and back-end IRAs effectively
exempt earnings on invested funds from tax, while the nondeduct-
ible IRA taxes the earnings, but on a deferred basis.

Deductible IRAs o

Deductible IRAs allow taxpayers to deduct IRA contributions
from income in the year contributed, but include the entire amount
in income when withdrawn. There are two potential advantages of
deductible IRAs over fully taxable savings vehicles. First, taxpayers
earn a tax-free rate of return on IRA investments. Second, tax-
payers postpone taxation of the contribution until the contributions
are withdrawn, at which time they may be taxed at a lower rate
than when the contribution is made. B

The following example illustrates why a deductible IRA invest-
ment receives a tax-free rate of return. Assume a taxpayer with a
marginal tax rate of 28 percent contributes $1,000 to an IRA. The
initial savings from the IRA is $280, the tax that would have been
paid on the $1,000. For the purpose of this example, assume that
the taxpayer withdraws the funds after one year without penalty.
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If the annual rate of return on the IRA assets is 10 percent, the
value of the IRA is $1,100, total tax due is $308, and the taxpayer
is left with $792. Notice that if the taxpayer had paid the initial
tax of $280 and invested the remaining $720 at 10 percent, then
the taxpayer would have had $792 after one year. If the income
had not been invested in an IRA, the taxpayer would have to pay
tax on $72 dollars of earnings (a tax of $20.16), and would be left
with $771.84 after payment of taxes. The value of the IRA is that
the taxpayer does not have to pay the additional $20.16 tax. Thus,
the deductible IRA allows the taxpayer to get a tax-free rate of re-
turn on an investment of $720. '

This analysis is independent of the number of years the IRA in-
vestment is held. The value of the tax exemption, however, in-
creases with the number of years the IRA is held. For instance, if
in the above example, the taxpayer holds the IRA for 10 years, the
IRA would be worth $1,867, whereas a fully taxed investment
would be worth $1,443 after 10 years. :

The deductible IRA investment can be viewed as an investment
that is jointly shared by the government and the taxpayer. The
government’s share is equal to the tax rate (28 percent in the above
example). When the IRA funds are withdrawn, the government re-
ceives its share of the funds. In the above example, when the funds
are withdrawn after one year, the government receives 28 percent
of $1,100 ($308), and the taxpayer receives 72 percent of $1,100
($792). The taxpayer pays no tax on the earnings attributable to
the taxpayer’s share of the investment, and thus receives a tax-free
rate of return on the investment. This is one advantage of invest-
ing through an IRA.

A second advantage of a deductible IRA arises if the taxpayer’s
marginal tax rate in the year the funds are withdrawn is lower
than the marginal tax rate in the year of the contribution. Because
the government’s share of the investment is equal to the taxpayer’s
tax rate in the year the funds are withdrawn, the lower the tax
rate prevailing at that time, the smaller the government’s share.
In the example above, for instance, if the tax rate when the funds
are withdrawn is 15 percent, then the tax paid after one year

would be $165. Not only does the taxpayer receive a tax-free rate.
of return on the taxpayer’s share of the investment, but the tax-

payer share of the investment is 85 percent rather than 72 percent.

Tax rates might be lower at the time the funds are withdrawn
because the beneficiaries may be receiving untaxed social security
benefits and reduced taxable income from other sources. However,
the marginal tax rate could be lower or higher because tax rate
schedules may change over time.

Back-end IRAs

From an economic perspective, back-end IRAs are similar to de-
ductible IRAs. With a back-end IRA, the taxpayer does not deduct
the IRA contribution from income, but pays no tax when the funds
are withdrawn. In other words, the government takes its share be-
fore the funds are invested. The taxpayer is never taxed on the in-
terest earned on the investment, and thus earns a tax-free rate of
return on the IRA investment. This is the same tax benefit pro-
vided to deductible IRAs.

S
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However, in the case of the back-end IRA, the tax is paid on the
initial contribution at the time of contribution, and in the case of
the deductible IRA, the tax is paid on the initial contribution at the
time of withdrawal. In effect, the government’s share of the back-
end IRA is equal to the taxpayer’s marginal tax rate at the time
the funds are contributed, whereas the government’s share of the
deductible IRA is equal to the taxpayer’s marginal tax rate at the
time the funds are withdrawn. Whether the deductible IRA and
back-end IRA are economically equivalent depends on the dif-
ference between the taxpayer’s marginal tax rate in the year the
contribution is made and the taxpayer’s marginal tax rate in the
year the IRA funds are withdrawn.

If these two marginal tax rates are equal, then the back-end IRA
provides the same overall benefits as the deductible IRA. For exam-
ple, if a taxpayer earns $1,000 and chooses to use it for a back-end
IRA, the taxpayer first pays tax on it. If the taxpayer’s marginal
tax rate is 28 percent, the taxpayer will have $720 to invest. After
one year earning interest at 10-percent per year, the taxpayer has
$792, the same amount that the taxpayer has in the é)eductible
IRA example above. ; e e i

If the tax rate in the year the contribution is made is different
from the tax rate in the year the funds are withdrawn, then the
deductible IRA and the back-end IRA are no longer equivalent.
When tax rates decrease over time (either because tax rates change
or taxpayers fall into lower tax brackets), the deductible IRA is
more advantageous, because it permits taxpayers to defer payment
of tax until tax rates are lower. When tax rates increase over time,
a back-end IRA is more tax-favored.

Nondeductible IRAs

Present law permits taxpayers who cannot make the maximum
amount of deductible IRA contributions (because they are covered
under an employer-provided pension plan and their income exceeds
the dollar limits) to make nondeductible contributions to IRAs. Un-
like back-end IRAs, earnings on present-law nondeductible IRA
contributions are includible in income when withdrawn. The tax
advantage of these IRAs is that taxes on earnings are deferred,
rather than assessed annually. This permits the earnings to
compound faster than with annual taxation of earnings. This ad-
vantage is the same advantage implicit in the tax treatment of the
earnings on deferred annuities, which are taxed when the annu-
ities are paid rather than when the earnings accrue.

For example, compare the accumulation of income for an investor
with a 28-percent marginal tax rate on $720 which is invested for
a period of 10 years at a 10-percent annual rate of return. If the
earnings are taxed annually, the total available funds at the end
of 10 years would be $1,443.05. The investor’s annual after-tax re-
turn is 7.2 percent. If the tax is deferred for 10 years and assessed
on the accumulated interest at the end of the 10-year period at a
28-percent marginal tax rate, the value of the taxpayer’s invest-
ment would be $1,344.60, which represents an annual return of 7.9
percent. Unlike the deductible and back-end IRAs discussed above,
the after-tax rate of return of investment in a nondeductible IRA
increases as the holding period increases; as the holding period in-
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creases, accumulated earnings increase, and thus the value of de-
ferring tax on the accumulated earnings increases.

Summary

Table 2 compares the funds available after 10 years to a tax-
payer who saves $1,000 of pre-tax income in a deductible IRA, a
back-end IRA, and a nondeductible IRA, assuming that no penalty
tax applies and that the rate of return on the IRA assets is 10 per-
cent per year. The tax rate in the year contributed is labeled t,,
and the tax rate in the year the funds are withdrawn is labeled tio.
Table 2 also summarizes the timing of the Federal Government’s
tax receipts. ,

As was noted above, the difference in the funds available to the
taxpayer investing $1,000 of pre-tax income in the deductible IRA
compared to the back-end IRA depends only on the difference be-
tween the marginal tax rate the taxpayer faces in the year the
funds are contributed, t,, and the marginal tax rate in the year the
funds are withdrawn, tio. The funds available in the nondeductible
IRA are always smaller than those in the back-end IRA. Both of
these IRAs tax the contribution at a tax rate t, but the back-end
IRA effectively exempts earnings from additional tax, whereas the
nondeductible IRA only defers earnings from tax.

5 3



Table 2.—Funds Available to Taxpayer and Pattern of Tax Receipts Under Deductible
IRA, and Nondeductible IRA .

Funds Available to Taxpayer After 10 Years

IRA, Back-End

Gross funds avail-

Funds contributed Taxes due in year

Net funds available

Type of IRA 3 to IRA ($) able afttzg)lo years 10 ($) after tax( gl year 10
Deductible IRA .........cccoecvveeeaennens 1,000 2,694 2,594(t10) 2,594 (1-t,0)
Back-end IRA .......cccoovvvivneiennnene 1,000 (1-to) 2,594 (1-to) 0 2,594 (1-to)
Nondeductible IRA ........................ 1,000 (1-to) 2,594 (1-to) (2,594-1,000) 2,594 (1-to) ~
o (1-to) tio (1,594) (1~to) tio
Pattern of Income Tax Payments Under Three IRAs ‘
Type (;f IRA Tax payments in—
Current year ($) Year 1-9 ($) Year 10 ($)
Deductible TRA ......o..ooooooeereeeeessseersesssrseessscneresseeee 0 0 2,594 (ti0)
Back-end TRA .......coovveeiiiitiiiiteeeceeteseeectee e emeeeveanens 1,000 (to) 0 0
Nondeductible IRA .......cccooiieiiiiiirieeiieeeeeeeeeeeseeereresenens 1,000 (to) 0 1,594 (1-to) tio

Assumptions:

Taxpayer has $1,000 of pre-tax income to invest in IRA, and the annual rate of return on IRA assets is 10 percent.
to=marginal tax rate in year of IRA contribution.

tio=marginal tax rate in year of IRA withdrawal.

68



Table 2.—Funds Available to Taxpayer and Pattern of Tax Receipts Under Deductible IRA, Back-End

IRA, and Nondeductible IRA—Continued
Example: to=.28, t10=.28

Funds available

TypootmA Fands conteh-  Funds seallable  Taxesdugin Sfier e
Deductible IRA .....covviiiivrirrieeiesiesnnneriesivnnesssassnens $1,000 $2,594 $726 $1,868
Back-end IRA ...ooocoiiiriiirrrereecsiiscscsnsenrsessesssesssssneens . 720 1,868 0 1,868
Nondeductible TRA ......ooovvvreeeeemiicnicnnnnreinreeeeenin 720 1,868 321 1,547

T ts in—
Type of IRA 'ax payments in:
Current year Year 1-9 Year 10
Deductible TRA .....vvivieieeiininrirereeesiescessereerseeesesss 0 0 $726
Back-end IRA ...cooviiiiiinererereneeeeesenens rveesnesennesass $280 0 0
Nondeductible TRA .....coovvieeeriveeeeniiiireeisnnieneseenes 280 0 321
13 £ k2

06
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b. Other potential differences between deductlble IRAs
and back-end IRAs

The deductible and back-end IRAs may have a number of dif-
ferences in addition to those due to differences in marginal tax
rates. These differences involve the contribution limit, the holding
period requirement, the penalty for early w1thdrawals and the
interaction with social security beneﬁts :

Contnbutlon ltmzt

Assume the contribution limit applied to back-end IRAs is the
same as that currently applicable to deductible IRAs, $2,000. Con-
tributions to a deductible IRA are limited to $2,000 of pre-tax in-
come, whereas contributions to a back-end IRA are limited to

- $2, 000 of after-tax income. The $2,000 back-end IRA contribution

limit effectively i increases the amount of tax-free saving that can be

‘invested in the back-end IRA relative to the deductible IRA. The

following example illustrates this difference. In the case of a tax-

ayer with a marginal tax rate of 28 percent wno contributes
g2 000 to a_deductible IRA earning 10 percent per year, the IRA
balance will be $2,200 after one year. The taxpayer will owe $616
in tax, leaving $1,584. This is equivalent to the taxpayer having
paid an initial tax of $560, or 28 percent of $2,000, and investing
the remaining $1,440 at an after-tax return of 10 percent. Thus,
the $2 000 limit on pre-tax income is like a limit of $1,440 on after-
tax income for a taxpayer with a 28-percent marginal tax rate. If
instead the investor had contributed $2,000 to a back-end IRA, the
funds available to the taxpayer after one year would be the full
$2,200, since no additional tax would be due.83 The difference in
the limits is only valuable to taxpayers who want to invest more
than $2,000 of pre-tax income in an IRA. However, according to the
IRS Taxpayer Usage Survey, in 1984, apprommately 75 percent of
all IRA contributors contributed the maximum permissible amount,
indicating that this difference between the _deductible IRA and the
back-end IRA may be s1gmﬁcant for a 1arge ‘number of taxpayers.

Holding period and penalttes for early wzthdrawa[

Funds in a deductlble IRA that are withdrawn w1th1n five years
and are withdrawn before age 59% are subject to a 10-percent ad-
ditional tax, unless certain exceptions apply. In contrast, some pro-
posals would permit funds invested in an IRA to be ‘withdrawn
after only five years without additional tax. Thus, such proposals
would provide benefits for taxpayers who plan to keep funds in-
vested for a relatively short period of time, as well as for taxpayers
who have longer investment horizons.54

63 More generally, for a taxpayer facing a marginal tax rate of t, the equivalent contribution
limit for a deductible IRA is C/(1-t) where C is the contribution limit for the back-end IRA.

64 Note that for taxpayers older than age 54%2, the required holding period for new contribu-
tions will actually be shorter for deductible IRAs than for proposals that require a five-year
holding period (because of the age 59%2 rule for deductible IRAs). 'I'hus, older taxpayers may
prefer to contribute to deductible IRAs.

38-759 - 97 - 4
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Treatment of IRA withdrawals for purposes of taxing social
security benefits

. Another potential difference between the deductible and the
back-end IRAs is the effect of withdrawals on the taxation of social
security benefits. Under present law, social security benefits are ex-
empt from tax except for taxpayers whose income exceeds certain
income thresholds. The income thresholds are defined by reference
to modified adjusted gross income (AGI). Modified AGI is the tax-
payer’s AGI increased by the amount of interest received or ac-
crued by the taxpayer during the taxable year that is otherwise ex-
empt from tax. The IRS has stated that tax-exempt interest re-
quired to be included in modified AGI is the amount of interest on
tax-exempt obligations received or accrued by the taxpayer during
the taxable year.65 Interest earnings that accrue on contributions
to a deductible IRA are arguably not included in modified AGI be-
cause tax on such earnings is deferred, rather than exempt. How-
ever, taxable distributions from the taxpayer’s IRA are part of AGI
and consequently are part of modified AGI. Since distributions
from a deductible IRA are taxable, but those from a back-end IRA
are not, distributions from a deductible IRA are included in the
taxpayer’s modified AGI, but distributions from a back-end IRA are
not, except perhaps to the extent that the amounts attributable to
the earnings on back-end IRA contributions are deemed to be ex-
empt interest required to be included in modified AGI.66

This may be an additional advantage of the back-end IRA for
taxpayers who are making withdrawals from IRAs when they are
also receiving social security benefits. However, it is an advantage
only for taxpayers who expect their incomes to be close enough to
the threshold income level that distributions from IRAs make them
exceed that level.

c. Eligibility for deductible IRAs under present law

Both present law and proposals to modify IRAs limit IRAs to tax-
payers with earned income. Thus, the 25 percent of tax returns
that report no earned income cannot contribute to an IRA, and will
not be affected by the proposals. :

Table 3 focuses on taxpayers with earned income. Under present
law, taxpayers who are covered by employer-sponsored pension
plans and whose income exceeds certain thresholds are not eligible
to make deductible IRA contributions. These restrictions prohibit
28 percent of all tax returns with earned income from claiming de-
ductible IRA contributions, and limit eligibility for an additional 13
percent. : .

The percentage of taxpayers eligible to make deductible IRA con-
tributions differs significantly by filing status and by number of
earners. For instance, nearly 51 percent of joint returns with two
earners, 36 percent of joint returns with one earner, and nearly 23
percent of all returns of taxpayers who are single, head of house-
hold, or married filing separately cannot claim any deductible IRA
contributions. Taxpayers in the phaseout range can claim some de-
ductible IRA contributions, but less than the maximum; 13.3 per-

65 Rev. Rul. 84-173, 1984-2 C.B. 16. ‘ ‘
66 Present law is unclear on this point. See Code section 86 and its legislative history.
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cent of joint returns with two earners, 11.2 percent of joint returns
with one earner, and 13.3 percent of the single, head of household,
and married filing separately returns fall in this category.

Table 3.—Eligibility of Taxpayers With Earned Income To
Make Deductible IRA Contributions Under Present Law,
Projected 1997 Returns!

Returns with earned income

Percent
eligible Percent
Adjusted gross income Returns for maxi- Percent in not eligi-
(thou- mum de-...phaseout  ble for
sands ductible.  range any IRA
IRA con- e deduction
tribution : o
Joint returns with one o
earner: e e
Less than $10,000 .... 1,420 100.0 0.0 0.0
$10,000 to $20,000 ... 2,327 100.0 0.0 0.0
$20,000 to $30,000 ... 2,068 1000 °~ 0.0 0.0
$30,000 to $40,000 ... 1,965 969 . 31 0.0
. $40,000 to $50,000 ... 1,697 05 995 0.0
- $50,000 to $75,000 ... 2,922 43 0.0 . . 95.7
$75,000 to $100 000 . 1299 @ 97 T 00 90.3
$100 000 to $200 000 1,311 13.9 -0,0 - 86.1
$200,000 and over .... 590 9.7 0.0 90.3
All income classes 15,599 52.7 11.2 36.1
Average dollars eligi- 4 : ;
_ble per return ... el 022,131 7 8217 v
Joint returns with two -
earners:
Less than $10,000 .... 1,125 100.0 0.0 0.0
$10,000 to $20,000 ... 2,277 100.0 0.0 0.0
$20,000 to $30,000 ... 2,930 -100.0 0.0 0.0
$30,000 to $40,000 ... 3,564 954 ° 46 0.0
= $40,000 to $50,000 ... ~ 3,931 18 982 00
$50,000 to $75,000 ... 8,509 4.0 060 _ 96.0
$75,000 to $100 000 4,336 7.3 0.0 927
$100 000 to $200,000 - 2,906. 101~ 00 . 899
$200,000 and over .... 559 166 0.0 = 834

All income classes / 30;137 : 360133 : 5("‘)’.‘6

Average dollars ellgl-r o
ble per return A, 23,096
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Table 3.—Eligibility of Taxpayers With Earned Income To
Make Deductible IRA Contributions Under Present Law,
Projected 1997 Returns 1—Continued

Returns with earned income

Percent

eligible Percent
Adjusted gross income Returns for maxi- Percent in not eligi-
. (thou- mum de- phaseout ble for
sands ductible range any IRA
IRA con- deduction
tribution
Heads of households,
single returns, and
married filing sepa-
. rately:4 '
Less than $10,000 .... 12,312 100.0 0.0 0.0
$10,000 to $20,000 ... 15,498 99.9 0.1 0.0
$20,000 to $30,000 ... 11,294 54.5 45.5 0.0
$30,000 to $40,000 ... 6,644 0.4 99.6 0.0
$40,000 to $50,000 ... 3,725 4.2 95.8 0.0
$50,000 to $75,000 ... 3,095 56 0.0 94.4
$75,000 to $100,000 610 11.1 0.0 88.9
$100,000 to $200,000 462 134 0.0 86.6
$200,000 and over .... ‘160 13.1 0.0 86.9
All income classes 53,800 64.1 13.3 22.6
Average dollars eligi-
ble per return ................ 1,944 79 e
Total, all returns 99,536 53.8 13.0 28.1
Average dollars eligi- '
ble per return rervreeereennes 2,206 143 ................

!Note that the table includes imputed returns of taxpayers who do not file in-

come tax returns, and is thus intended to be representative of the population,
rather than of taxable returns. The table also includes returns filed by depend-
ents, and may include some returns of taxpayers over age 70%: who have earned
income but who are not eligible to make deductible IRA contributions. -

2Average eligible contribution amount for taxpayers eligible to make maximum
contribution. v o

3 Average contribution amount for taxpayers in phaseout range.

4Some returns with income below $40,000 are phased out because they are re-
turns of married individuals filing separately. IRA eligibility is phased out be-
tween $0 and $10,000 of AGI for such married individuals who live together and
between $25,000 and $35,000 of AGI for such married individuals who live apart.

Source: Joint Committee on Taxation staff estimates for 1997.

These eligibility percentages and the real value of the IRA con-
tribution limits will decrease over time, because present law does
not index the contribution limits or the income eligibility limits for
inflation. For example, the $40,000 AGI-limitation for joint filers to
claim a fully deductible IRA contribution was established first ef-
fective for 1987 and is equivalent to an adjusted gross income today

#

»
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of almost $55,000 after adjusting for inflation. The real value of a
$2,000 contribution has declined 43 percent since 1986 because of
inflation.

Taxpayers whose ehgxblhty is limited by the present -law rules
may be likely to contribute to IRAs if eligibility were restored. As
Table 5, below, demonstrates, in 1985, taxpayer returns reporting
income of $50,000 or more were more than four times as likely to
claim deductible contributions to an IRA as were lower-income tax-
payers. After eligibility was limited in 1986, IRA contributions fell
substantially. Total IRA contributions fell from a high of $38.2 bil-
lion in 1985 to $8.4 billionin 1995 (see Table 4, below). In 1996
dollars (i.e., adJustmg for inflation), total IRA contrlbutlons were
$55.7 billion in 1985 and $8.6 billion in 1992 representing a real
decrease of 85 percent.

Under present law, for joint returns*with AGI between $50, 000
and $75,000, 11 percent of returns with one earner and only 8 per-
cent of returns with two earners can claim the maximum deduct-
ible IRA contribution because neither spouse is an active partici-
pant in an employer-sponsored retirement plan. In the case of a
Joint return with two earmers, it is possible that only one spouse
is an active participant in an employer-sponsored plan. Thus, the
spouse who is not an active participant is not eligible to make de-
ductible IRA contributions because of the income reflected on the
joint return. If the income phaseouts and active participant rules
were applied separately to spouses filing joint returns (i.e., if all
taxpayers were treated as single individuals for purposes of deter-
mining eligibility for deductible IRA contributions), then more tax-
payers would be eligible to make deductible IRA. contributions.

Another reason that the IRA eligibility of married couples with
two earners is so low is that the income of these couples is higher
generally than the income of married couples with one earner. Al-
most 50 percent of married couples with two earners have AGI
greaterdthan $50,000, whereas only 25 percent of couples with one
earner do

2. Present Value of Revenue Cost of IRAs to Federal Govern-
ment

Assessing the cost (m the form of forgone tax recelpts) to the
Federal Government of IRAs may be more difficult than assessing
the costs of other tax provisions, because IRAs not only change the
amount of tax collected; but also charige the timing of tax collec-
tions, For instance, the traditional deductible IRA can be viewed as
a provision which both delays payment of tax on the contnbutlon
until withdrawal, and effectively exempts from tax any earnings on
capital accumulation beyond the amount that represents interest
on the delayed tax. Thus, the timing of tax’ ‘payments results in a
revenue loss to the government in the first years, but a revenue
gain in the later years when the funds are withdrawn (see Table
2). The back-end IRA, on the other hand, loses little revenue in the
beginning“years, but gains no" revenue in the later years because

withdrawals are not taxed. e

Traditional budget scorekeeping accounts for the revenue effects
of proposed legislation on a cash-flow basis; in other words, the ef-
fect of a provision on budget receipts in ‘the five or 10-year budget
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period is estimated without regard to whether the provision will
also affect budget receipts in any year beyond the five or 10-year
period. This method scores deductible IRAs as bigger revenue los-
ers than back-end IRAs. However, a present-value calculation dem-
onstrates that the long-term cost to the Federal Government of de-
ductible IRAs and back-end IRAs will be approximately equal. This
is because a present-value approach recognizes that tax will even-
tually be collected on funds in IRAs, although possibly at a lower
tax rate when withdrawn.

In order to evaluate the present value of the program’s cost,57 it
is also necessary to know how taxpayers would have behaved in
the absence of the IRA provision. Consider first the case of a tax-
payer whose tax rate in the contribution year is the same as in the
year the funds are withdrawn. Then, the tax advantage of the IRA
is the ability to earn a tax-free rate of return on savings. However,
the cost to the government depends on what the taxpayer would
have done in the absence of the program. If, in the absence of the
tax benefits accorded to IRAs, the taxpayer would not have saved
the money invested in the IRA, then the IRA program does not lose
any government revenue in the long run. For instance, consider the
example of a taxpayer who decides to invest $1,000 in an IRA. If,
in the absence of the IRA, the taxpayer would have paid the $280
tax on the earnings, and spent the remaining $720, the total
amount of tax collected from that $1,000 over the taxpayers life-
time by the government would have been $280. If instead of spend-
ing the income, the taxpayer invests it in a back-end IRA, the gov-
ernment collects $280 from the earnings, and then never taxes the
income again. Once again, the total amount collected over the tax-
payer’s lifetime is $280. Further, assume that the taxpayer invests
in a deductible IRA for 10 years in a fund that earns 8 percent per
year. In the first year, the government loses $280 in revenue, since
the taxpayer deducts the $1,000 from income. In year 10, the
$1,000 has grown to $2,158.93, and the taxpayer owes $604.50.
Since $604.50 is exactly equal to $280 plus 10 years of interest at
8 percent per year, the government receives the $280 with interest,
_and collects the same amount of revenue that it would have had
there been no IRA program. In present value terms, the taxpayer
pays $280 over his or her lifetime. To the extent that deductible
IRAs permit taxpayers to pay tax on their funds at a lower mar-
ginal rate than when the contribution was made, the government.
does lose revenue even if the funds invested in the IRA represent
funds which would otherwise have been consumed (i.e., new sav-
ing.)

On the other hand, if the contribution to the IRA represents in-’
come that would have been invested for the same 10 years in an
interest-bearing account (i.e., old saving), the IRA reduces revenues
- to the government. If the earnings in the above example would
have instead been invested in a fully taxable asset earning 8 per-
cent per year, the government would have collected the $280 tax
on the initial earnings, plus an additional $136 in present value
(using a discount rate of 8 percent) of taxes on the annual interest

67 To calculate the J)resent value of the cost to the government of IRAs, it is necessary to
use the government’s discount rate. If repayment of taxes is uncertain, then the discount rate

used should be higher than the government’s borrowing rate.
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earnings. Thus, the cost of the IRA program in this case for this
particular taxpayer would be $136.

The above examples represent the polar cases of the present
value of the revenue effect for IRA contributions—contributions
that represent only new savings and contributions that represent
savings that would otherwise have been invested in a fully taxable
asset.58 Other possibilities can also be considered. For instance,
saving for an IRA may be diverted from other tax-favored assets,
in which case the tax loss is not as great. For example, under the
bills, if taxpayers who contribute to a deductible IRA would have
invested in a nondeductible IRA under present law, then the tax
loss consists of the difference between the tax advantage of the de-
ductible IRAs and the tax advantage of the nondeductible IRAs.
Similarly, investment in housing is ¢urrently tax favored. If tax-
payers divert income that would have been invested in housing to
IRAs, the present value of the revenue cost to the Federal Govern-
ment may be relatively small.

Finally, giving taxpayers the choice between the deductible and
the back-end IRA is likely to increase the present value of the reve-
nue cost of the IRA program relative to a program offering either
IRA alone. Taxpayers who have reason to believe that their tax
rates will decline over time should be more likely to choose the de-
ductible IRA, and taxpayers who believe their tax rates will in-
crease over time should choose the back-end IRA.

If TRAs do not generate new saving, then IRAs reduce the
present value of revenues of the Federal Government. If the Fed-
eral Government responds to these reduced revenues by reducing
expenditures or-increasing other taxes, then IRAs that do not in-
crease personal saving will have no “effect on national saving.6? If,
on the other hand, the Federal Government offsets the reduced rev-
enues by borrowmg, then IRAs will actually reduce the atl nal
saving rate.

3. The Effectiveness of IRAs at Increasuxg Savmg
a. Theoretical effects

In Zeneral

IRAs have a number of attributes that may affect a taxpayer’s
saving decision. First, investments in IRAs earn a higher after-tax
rate of return than 1nvestments in other assets. Second, IRAs may
‘provide an incentive for retirement saving, as opposed to other
forms of saving. Third, deductible IRAs may provide a psychological
incentive to save. Fourth,' advertising by banks and other financial
institutions of IRAs may influence people’s saving decisions. The
following discussion focuses on each of these attributes.

68 Actually, the revenue loss can be even greaber than the case presented. If IRAs reduce sav-
ing, then not only does the gévernment lose the tax revenue that would have been collected on
the IRA investment, but it also loses the tax revenue on the saving that was not undertaken
because of the IRA. The possibility that IRAs reduce private saving is discussed below.

9 This assumes that neither reduced expenditures nor increases in other taxes affect per-
sonal saving.
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Rate of return

In general

Both the deductible IRA and the back-end IRA effectively exempt
the return on savings from tax, thereby increasing the rate of re-
turn to saving. When the return on saving increases, the price of
future consumption decreases, because the taxpayer has to forgo
fewer dollars today to consume a dollar’s worth of consumption in
the future. . _

This price decrease can affect saving in two ways. Since future
consumption is now cheaper, taxpayers may choose to substitute
future consumption for current consumption. This effect increases
saving. When the price of future consumption falls, though, the
amount of investment necessary to achieve any particular level of
income in the future decreases. For example, a taxpayer in the 28-
percent marginal tax bracket may set aside $1,300 today to help
defray tuition expenses of his child 15 years from now. If the tax-
payer’s investment earns 8 percent annually and those earnings
are taxed annually at a 28-percent tax rate, in 15 years the invest-
ment will be worth $3,000. If the taxpayer instead invested in a
back-end IRA, an investment of only §946 today would be worth
$3,000 in 15 years (assuming the same 8-percent return). This ef-
-fect decreases saving because the tax benefit permits the taxpayer
to save less to accumulate the same amount of money in the future.

Substantial disagreement exists among economists as to the ef-
fect on saving of increases in the net return to saving. Some stud-
ies have argued that one should expect substantial increases in
saving from increases in the net return.’® Other studies have ar-
gued that large behavioral responses to changes in the after-tax
rate of return need not occur.’”? Empirical investigation of the re-
sponsiveness of personal saving to after-tax returns provides no
conclusive results. Some find personal saving responds strongly to
increases in the net return,’2 while others find little or a negative
response.’3

Even if increasing the rate of return on all saving does increase
saving generally, it is still possible that increasing the rate of re-
turn on IRAs would not affect saving. For increased rates of return
to influence taxpayers to substitute future consumption for current
consumption, the marginal rate of return on savings must increase
so that if the taxpayer increases saving, that saving receives a
higher rate of return. In order for IRAs to increase the marginal
return to saving, taxpayers must not be able to finance the IRA
profitably by borrowing, must not have other similar assets that
can be easily shifted into an IRA, and must intend to save less
than the maximum contribution allowed. The following discussion
provides examples of how each of these situations may affect the
 impact of IRAs on saving. ,

70 See, Lawrence H. Summers, “Capital Taxation and Accumulation in a Life Cycle Growth
Model,” American Economic Review, 71, September 1981.

71 See, David A. Starrett, “Effects of Taxes on Saving," in He: J. Aaron, Harvey Galper,
and Joseph A. Pechman (eds.), Uneasy Compromise: Problems of a Hybrid Income-Consumption
Tax (Washington: Brookings Institution), 1988.

72 See, Michael Boskin, “Taxation, Saving, and the Rate of Interest,” Journal of Political
Economy, 86, April 1978.

73 See, George von Furstenberg, “Saving,” in Henry Aaron and Joseph Pechman (eds.), How
Taxes Affect Economic Behavior (Washington: Brookings Institution), 1981.
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Borrowing

When interest on borrowed funds is deductible, it may be profit-
able for a taxpayer to borrow to contribute to an IRA For example,
consider a taxpayer with a 28-percent marglnal tax rate without
any assets. If the taxpayer can borrow at an interest rate equal to
the rate of return on an IRA investment, then one would not expect
the taxpayer to increase the amount of income saved. Instead, the
borrower can borrow $2,000, invest in the IRA and deduct the in-
terest cost. Since the IRA earnings are effectively exempt from tax,
the taxpayer receives the full value of the IRA benefit, but does 'not
increase saving.’ Given that the taxpayer can receive the IRA ben-

" efit without increasing saving, the decision of whether to save an
- extra dollar is unaffected, because that extra dollar will not receive
a higher after-tax return than it would have w1thout the availabil-
;lty of tax benefits for IRAs.

"If the taxpayer must pay a higher interest rate on the loan than
can be received on the investment, the benefits to borrowing to fi-
nance an IRA are reduced, but not eliminated. For example, if in-
vestments in IRAs earn 10 percent per “year and the taxpayer’s
marginal tax rate is 28 percent, the taxpayer could profitably bor-
row to fund the account even if the annual interest rate on the loan
was as high as 13.8 percent. However, in"this case, the taxpayer
would gain little from borrowing, and mxght choose ‘to finance the
IRAs with increased savings instead. -

Present law permits taxpayers to deduct 1nvestment mterest but;
not most personal interest. It is uniclear whether interest on a loan
used to finance a deductible IRA would be considered investment
interest or personal interest. It is likely, however, that interest on
a loan used to finance a back-end IRA would not be deductible,
whether or not secured by the taxpayer’s home, because it would
be viewed as interest on amounts used to finance tax-exempt inter-
est and subject to section 265. Furthermore, present law does not
allow IRA assets to be used as secunty for a loan. Because interest
paid on home-equity loans generally is deductible, the easiest way
to borrow to finance TRAs may be through home- equlty loans. Bor-
rowing against home equity to finance IRAs is similar to shifting
existing assets into IRAs.

Shifting of existing assets

Taxpayers who have emstmg ‘assets ‘that “exceed the IRA ‘con-
tribution limits can also receive the benefit of IRAs without in-
creasing saving. Consider a taxpayer who saves only $400 annu-
ally, but has been saving for years, and has $4,500 in financial as-
sets. The first year the taxpayer has the opportunity to invest in
an IRA, the taxpayer can shift $2,000 from the financial assets to
the IRA. The second year, the taxpayer can once again shift $2,000
into the IRA. Only in the third year will the tax benefits accorded
to IRAs increase the rate of return on new saving.

74 However, if the’ taxpayer begms repaying the loan bet‘ore the IRA funds
even this loan-financed IRA investment might be associated with increased saving. This possﬂbﬂ
ity is discussed in greater detail below.
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Shifting of planned assets

Finally, taxpayers who would have saved without the IRA may
not increase their saving due to the availability of IRAs. For exam-
ple, consider a taxpayer who habitually saves $4,000 per year. If
this taxpayer is provided the opportunity to invest in an IRA, then
$2,000 of these savings will be diverted to the IRA. However, the
IRA does not provide a marginal incentive to save. If the taxpayer
saves $4,001, the return on that extra dollar of saving will be no
higher than it would have been without the IRA program. The tax-
payer may even decrease the amount saved, since the first $2,000
of saving that is in the IRA will provide more income in the future,
and hence the need for saving may decrease.

Type of sdving

The above discussion focused on saving in general. Many authors
have noted that certain IRAs may provide incentives for retirement
saving, as opposed to saving for other purposes.’5 For instance,
consider the effect of the deductible IRA, which is subject to addi-
tional tax unless held until retirement or used for other qualified
purposes. An individual who is saving only for a “rainy day” may
not have much saving that is expected to last until retirement.
When offered a higher rate of return on retirement saving, that in-
dividual may choose to increase the total amount of saving by
maintaining the rainy day saving and adding retirement saving.

Similarly, an individual who takes out a home equity loan to fi-
nance an IRA may not save any additional money in the year the
IRA contribution is made. But if that individual slowly repays that
loan, and this repayment represents saving the taxpayer would not
otherwise have done, then the IRA increased that individual’s sav-
ing.

To the extent the provisions for penalty-free early withdrawal of
the IRA and the reduced holding period requirements of the pro-
posals to modify IRAs increase the substitutability of IRA saving
for other saving, this retirement saving attribute of IRAs is dimin-
lisllcleld, making substitution of current savings for IRA savings more
ikely. .

Psychological impact of IRAs and effects of increased adver-
tising .

Some observers have noted that IRAs may have a larger impact
on ‘saving than standard economic analyses would predict.”8 These
observers suggest that the immediate reward of the tax deduction
and the active marketing campaigns in the mid-1980s contributed
to the high IRA participation rates observed; in fact, IRA participa-
tion was larger than was expected. The sharp decline in advertis-
ing after 1986 may explain the decline in IRA contributions among
taxpayers who are still eligible.

7% See the discussion in William G. Gale and John Karl Scholz, “IRAs and Household Saving,”
American Economic Review, 84, D ber 1994, and Steven F. Venti and David A. Wise, “Tax
Deferred Accounts, Constrained Choice, and Estimation of Individual Saving,” Review of Eco-
nomic Studies, 53, August 1996. . P
M"‘ SggaRichard H. Thaler, “Psychology and Savings Policies,” American Economic Review, 84,

ay 1984.
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Furthermore, there may also be a psychological factor that con-
tributes to the impact of IRAs on saving. One study found that tax-
payers who owed money to the IRS in excess of taxes withheld
were significantly more likely to make IRA contributions than were
other taxpayers.”” One might expect this psychological factor only
to induce deductible IRA contributions, which will have an imme-
diate effect on taxes paid. However, another author 78 noted that
taxpayers who owe the IRS money generally have higher incomes
and this may be why they are more likely to contribute to IRAs,
rather than any psychological factor. T

b. Empirical research on the effect of IRAs on saviiig

Deductible IRAs have been very popular with taxpayers. As
Table 4 reports, contributions to IRAs increased significantly when
eligibility restrictions were eliminated in 1982." At the peak in

1985, over $38 billion was contributed to IRAs. This represented al-

most 20 percent of personal saving for that year.

Table 4.—IRA Participation, 1979-1995

s

Returns ; .
Pyt Percentage Deductions
Year di’;;:fig“ of all retufns claimed ($
(millions) (percent)  billions)
2.5 2.6 3.2
2.6 2.7 3.4
34 .36 4.8
12.0 126 283
136 141 391
152 153 354
. 182 159 382
© 15.5 151 37.8
.73 6.8 . 141
6.4 58 119
- 58 5.2 108
52 4.6 9.9
4.7 4.1 9.0
4.5 3.9 8.7
44 38 8.5
.43 37, 84
4.3 3.7 8.4

1Preliminary data.
Source: Internal Revenue Service, Statistics of Income, various years.

However, it is unclear whether IRAs actually increased total sav-
ing. There is no consensus within the economics profession on the
effect of the pre-1986 IRAs on personal saving. Some economists
believe that IRAs had no effect on overall personal saving; some be-
lieve that IRAs increased personal saving; and some economists be-

77 Feenberg, Daniel, and Jonathan Skinner, “Sources of IRA Saving,” in Lawrence Summers.
g}d), )Talxg é-;olicy and the Economy, vol. 3 (Cambridge: MassachuSetts Institute of Technology
ress), Sl s i g AN ) T . o ﬁ‘«";, ,, L
78 Gravelle, Jane, “Do_Individual Retirément Accounts Increase Savings
nomic Perspectives, 5, Spring 1991, e T e

of Eco-
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lieve that IRAs would have eventually increased saving if the uni-
versally available deductible IRA had been maintained. :

A number of economists argue that most of the IRA contributions
consisted of taxpayers shifting into IRAs from existing assets.??
They point to the fact that IRA contributions were concentrated at
the top of the income distribution, and that IRA contributors had
large stocks of financial assets compared to noncontributors with
the same income. Both of these facts suggest that IRA contributors
had assets and desired saving above the contribution limit. Others
note that TRAs are only one component of an individual’s wealth
and substitution of IRA assets for other financial assets is not the
only possible response. Most IRA contributors held substantial
housing equity and IRA contributions could substitute for increas-
ing the equity in one’s home.80 ‘

Economists who believe that IRAs did not increase saving point
to the fact that personal savings in the United States was not high-
er during the years that deductible IRAs were available to all tax-
payers.81 Some also find the magnitude of IRA contributions as im-
plausibly large in comparison to total personal saving to have rep-
resented substantial new saving. For example, personal saving in
1985 was $189.3 billion (see Table 8), and IRA contributions were
$38 billion, or almost one fifth of all personal saving.

A number of economists argue that IRA contributions between
1982 and 1986 consisted largely of new saving.82 These proponents
also observe that the empirical evidence in favor of the thesis that
IRAs increase national saving can be replicated on several different
sources of data.®3 Some of these economists have .investigated
whether IRA contributors shifted existing assets from taxable ac-
counts into IRAs. If such shifting had occurred, they argue, one
would expect to find a reduction in taxable asset earnings following
the IRA contribution. However, one study found that taxpayers
who contributed to IRAs generally were also increasing their in-
vestment in taxable assets.84 Although this does not prove that the
money invested in IRAs would not have been saved otherwise, it
may provide evidence against the simple existing asset shifting
view.

7 See, for example, Galper, Harvey and Charles Byce, “Individual Retirement Accounts:
Facts and Issue,” Tax Notes, vol. 31, June 2, 1986, pp. 917-921.

80 See, Eric M. Engen, William G. Gale, and John Kohl Scholz, “The Illusory Effects of Saving
Incentives on Saving,” Journal of Economic Perspectives, 10 Fall 1996. These authors are gen-
erally skeptical of the econometric evidence offered in support of the thesis that IRAs increase
saving.

81 gee Gravelle, Jane “Do Individual Retirement Accounts Increase Savings?”.

82 See, Venti, Steven F. and David A. Wise, “The Evidence on IRAs,” Tax Notes, vol. 38, Janu-
ary 25, 1988, pp. 411-416. Venti and Wise have authored several studies that use different data
to analyze IRAs and household saving. They generally conclude that IRAs increase household
saving. The aforementioned article summarizes these studies. Some analysts have criticized the
methodology of studies which claim IRAs create new saving and e that the reported results
of the effect of IRAs on saving are implausibly large. See Gravelle, Jane G., “Capital Gains
Taxes, IRA’s, and Savings,” CRS Report for Congress 89-543, September 26, 1989. A recent cri-
tique is provided by Gale, William G. and John Karl Scholz, “IRAs and Household Saving,”
American Economic Review, 84, December 1994.

83 See, James M. Poterba, Stevin F. Venti, and David A. Wise, “How Retirément Saving Pro-
grams Increase Saving,” Journal of Economic Perspectives, 10, Fall 1996, This study reviews the
evidence in favor of the thesis that IRAs increase national saving and offers criticism of the re-
sults and methodology of those studies that find little saving effect.

84 ‘See, for example, Feenberg, Daniel, and Jonathan Skinner, “Sources of IRA Saving.” Also,
Venti, Steven F. and David A. Wise, “Government Policy and Personal Retirement Saving,” in
James Poterba (ed.), Tax Policy and the Economy, vol. 6, (Cambridge; Massachusetts Institute
of Technology Press), 1992. ’
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Further, proponents of IRAs note that to the extent that tax-
payers do shift existing assets into IRAs, most taxpayers do not
have enough financial assets to continue asset shifting indefinitely.
Hence, they conclude, IRAs would eventually provide a marginal
incentive to save.55 . ‘ , ,

Some economists have noted that the introduction in Canada of
savings incentives similar to the IRA was followed by large in-
creases in Canadian saving. They argue that this can be taken as
evidence that IRAs are effective in increasing national saving.86
However, others note that since Canadians are not able to deduct
home mortgage interest from taxable income, they should be less
likely to finance tax-favored savings with home borrowing, and
therefore savings incentives in Canada may be more likely to in-
duce increased saving than in the United States.

Even if some portion of the monies contributed in IRAs rep-
resents new saving, net national saving need not increase. In-
creases in saving by an individual household do not create in-
creases in saving by the nation, if the saving was financed by a re-
duction in tax revenues which necessitates government borrowing.
Some analysts have attempted to measure the amount of new
household saving that would be necessary for the net increase in
private capital accumulation to exceed the present value of the tax
revenue loss to the government over the life of an IRA account. As
discussed in Part III.C.2., above, IRAs lose tax revenue by the first
year deduction and because taxes are postponed on funds that
would otherwise have been saved in taxable accounts. Upon with-
drawal, IRAs generate tax revenue. Such a benefit/cost calculation
‘is sensitive to assumptions about interest rates, tax rates and the
length of time for which the IRA is held. One study estimated that
if none of each dollar contributed in an IRA were new saving by
the household, net private capital would increase by 22 cents for
each dollar of government revenue loss.87 That is, the government
spends one dollar in forgone tax revenue to produce 22 cents worth
of private capital formation. The study estimates that if 10 cents
of each dollar contributed to an IRA were new household saving,
their net private capital would increase by 81 cents for each dollar
of government revenue loss. However, the study estimates that if
19 cents of each dollar contributed to an IRA were new household
saving, then net private capital would increase by $1.51 for each
dollar of government revenue loss.88 Such a calculation suggests
that modest contributions of new household saving to IRAs may
lead to increases in the capital stock in excess of the government
revenue loss incurred. However, as the study’s authors caution,

85 See Skinner, Jonathan, “Do IRAs Promote Saving? A Review of the Evidence,” Tax Notes,
vol. 54, January 13, 1992, pp. 201-202. o ) .

86 See, Carroll, Chris, and Lawrence H. Summers, “Why Have Private Saving Rates in the
U.S and Canada Diverged?” Journal of Monetary Economics, 20, September 1987, o

87 Private capital increase even if the monies contributed to an IRA are not new household .
saving b the h hold implicitly invests the value of the IRA tax-deductible contribution.

88 See, R. Glenn Hubbard and Jonathan S. Skinner, “Assessing the Effectiveness of Saving
Incentives,” Journal of Economic Perspectives, 10, Fall 1996. This analysis assumes assets are
held in the IRA for 22 years, contributions were made when the taxpayer was in a 36-percent
tax bracket, withdrawals were made when the taxpayer was in a 28-percent tax bracket, that
29 percent of the portfolio was invested in equities eamiﬁ 9.35 percent annually, and the re-
mainder was invested in bonds earning 4.0 percent annually. The discount rate on government:
debt was assumed to be 5.55 percent. ) :
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such calculations are sensitive to the selection of tax rate and in-
vestment earnings parameters.

c. Distributional effects of IRAs under present and prior
law

Tables 5 and 6 summarize information on IRA participation in
1985 and 1995. In 1985, 71 percent of all returns reporting IRA
contributions had AGI below $50,000, and 29 percent had AGI of
$50,000 or above. However, taxpayers with AGI of $50,000 or above
represented only 8 percent of all returns eligible for IRAs. Thus, al-
though many lower-income individuals contributed to IRAs, ‘most
did not, whereas most taxpayers with AGI of $50,000 or above did
contribute when eligible. Taxpayers with AGI of $50,000 or above
were more than four times as likely to contribute to an IRA than
were taxpayers with AGI below $50,000—61.8 percent of eligible
returns with AGI of $50,000 or above reported contributions to an
IRA, while only 13.8 percent of eligible returns with AGI below
$50,000 reported IRA contributions. ,

Higher income taxpayers made larger contributions as well. Tax-
payers with adjusted gross incomes of $50,000 or more constituted
approximately 29 percent of all IRA contributors in 1985, but ac-
counted for more than 35 percent of IRA contributions. In 1995,
taxpayers with adjusted gross incomes of $50,000 or more con-
stituted approximately 21 percent of all IRA contributors, but ac-
counted for approximately 32 percent of IRA contributions.

Because the value of the IRA is the effective exemption of the
earnings from tax, the higher a taxpayer’s marginal tax rate, the
more valuable the ability to invest through an IRA. Because people
in higher income classes generally have higher tax rates, the value
of their IRA is larger than the value of IRAs for taxpayers in lower
income classes. However, the value of the IRA depends on tax rates
throughout the period the IRA is held, and not just the marginal
tax rate in the year the contribution is made.

Table 5.—IRA Participation By Income Class, 1985

Returns reporting IRA contributions

Adjusted gross income class : Percent of Contribu-

' N:lxlp“li)s;sm ehtilll;l; re- tlorllii 1(1$s )bll-
All classes ...cccoecceeeeeeninnes 16.2 17.8 38.2
Under $10,000 ................. 0.6 2.3 1.1
$10,000 to $30,000 .......... 5.1 13.6 9.7
$30,000 to $50,000 .......... 5.7 32.9 13,5
$50,000 to $75,000 .......... o 30 - 56.5 8.7
$75,000 to $100,000 ........ 0.9 74.1 T
Over $100,000 ................. 0.8 76.1 2.6

Source: Internal Revenue Service, 1985 Statistics of Income.

1Eligible taxpayers include self-employed persons as well as wage and salary
employees. However, taxpayers whose income consists solely of interest income,
for example, were ineligible to contribute to IRAs.
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Table 6.—IRA Participation By Income Clﬁss,1995

-~ -~ Returns reporting IRA éontributioﬂs

... . ... Percentof o
Adjusted gross income class Number in returns with Contribu-

_millions ~ wage all:s tlo;lii 1(1$s )bll
- AN © come?
All classes ......ccoeeeeeevenennee. 4.3 43 8.4
Under $10,000 ................. 0.3 1.1 0.5
$10,000 to $30,000 .......... 1.6 4.5 2.8
$30,000 to $50,000 .......... 14 72 2.4
$50,000 to $75,000 .......... 04 3.6 1.1
$75,000 to $100,000 ........ 0.2 4.7 0.6
- Over $100,000 ................. 0.3 6.7 1.0

!Includes self-employed persons reporting wage income as well aé'wv'i:age' and sal-

. ary employees. However, because the income limitations enacted by the Tax Re-

form Act of 1986, not all such taxpayers are eligible to make deductible contribu-
tions to IRAs.

Source: Internal Revenue Service, 1995 Stqtistics of Income (Preliminary). -

Other authors have noted that even the taxpayers with low in-
come who did contribute to"TRAs owned more financial ‘assets than
other low-income taxpayers and that, therefore, IRA contributors
may not be representative of taxpayers in general. Table 7 presents
information on the assets of households with IRAs compared to the
assets of households without IRAs. Patt of the reason that IRA con-
tributors have larger holdings of assets than noncontributors “is
that contributors to IRAs tend to be older than noncontributors,
and older taxpayers have been accumulating assets longer. +* -

Table 7.—Estimategi.Median Financial Assets of AHquseho}ds
with IRAs and Households Without TRAs, 1985 =~

- HO}ISEholds ) »(HOllSeholds

Income " withIRAs ~~ Without
Less than $10,000 . . - $7 ,625 $0
$10,000 to $20,000___ reecesesnsenives esieiaiuasueine s 0,538 200
$20,000 to $30,000 ..o, - 6,365 900
$30,000 to $40,000 ......oooneeinnn, e 6,015 1,692
$40,000 to $50,000 . reeevoseavanien 10,000 2,694
$50,000 to $75,000 ...................................... - 14,516 5,100
$75,000 AN OVET ...ooeieaeeeeeeeeeeeeiveeeeeseneens -+ 36,085 9,735

Source: Steven Venti and David Wise, “The Saving Effect of Tax-Deferred Re-
tirement Accounts: Evidence from SIPP,” in B. Douglas Bernheim and John
Shoven (eds.) National Saving and Economic Performance (Chicago: University ‘of
Chicago Press), 1991, p. 110. :
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d. Expected differences between effects of pre-1986 IRAs
and proposed modifications '

Although research on the effectiveness of the pre-1986 IRA provi-

sions can shed light on the potential of IRAs to affect savings, sev-
eral differences between the pre-1986 experience and today should
be noted. First, marginal tax rates for most taxpayers are lower
now than they were before the passage of the Tax Reform Act of
1986. The tax advantage of IRAs is the exemption from tax of the
investment’s return and, for the deductible IRA, the possibility that
the rate at which the contribution is taxed will be lower when the
contribution is withdrawn. Both of these advantages may be less
valuable now than they were before 1987, especially for higher in-
come taxpayers because their marginal tax rates decreased the
most. For example, if prior to 1987, a taxpayer in the 50-percent
marginal tax bracket received a 10-percent return on his or her in-
vestment, excluding such income from tax would increase his or
her net return to 10 percent from an after-tax return of 5 percent.
At the present, such a taxpayer would be in the 39.6-percent mar-
ginal tax bracket and the exemption would increase his or her net
return to 10 percent from an after-tax return of 6.04 percent. Thus,
the exemption provided a greater increase in net return prior to
1987. Similarly, if taxpayers believe that tax rates are likely to in-
crease over time because of the Federal Government’s budget defi-
cit, or because current tax rates are relatively low from a historical
perspective, then the deductible IRA will look less attractive than
it appeared in the past. ,
_ Second, some proposals to modify IRAs would create IRAs that
are different from the pre-1986 IRAs, both because they provide ad-
ditional exceptions to the early withdrawal penalty, or by requiring
a relatively short required holding period. These differences may
alter the effectiveness of IRAs at increasing saving. To the extent
that taxpayers already save for education, housing, and medical ex-
penses, allowing IRAs to be used for these purposes increases the
likelihood that existing assets or existing planned saving will be
shifted into IRAs, reducing the effectiveness of IRAs at increasing
savings. -Similarly, to the extent that taxpayers already save for
short-term goals and for “rainy days,” reducing required holding
periods may also encourage more asset shifting. Further, permit-
ting short holding periods and penalty-free early withdrawal may
cause taxpayers to keep their money in the IRAs a shorter period
of time.89 On the other hand, to the extent that taxpayers who
would otherwise choose to save in the form of IRAs would not do
so because they believe they might need the funds before retire-
ment, this added flexibility may encourage more taxpayers to in-
vest in TRAs and increase their saving rate. Finally, permitting
penalty-free withdrawals before retirement age diminishes the ef-
fectiveness of IRAs as explicit retirement savings vehicles, but may
not change the overall effectiveness of IRAs to increase saving.

The ability of individuals to save through employer-sponsored re-
tirement plans, particularly qualified cash or deferred arrange-
ments (sec. 401(k) plans) may affect the level of IRA contributions.

89 Although once funds are withdrawn from an IRA, they can only be replaced at a rate no
aster than the annual contribution t per year.
f h 5\ al ibution Limi
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While such plans existed prior to 1986, they have become more
prevalent since then. Section 401(k) plans offer benefits similar to
those of IRAs. However, individuals may contribute more to such
plans on a pre-tax basis ($9,500 for 1997), and may obtain in-
creased benefits if, as is often the case, the employer matches em-
ployee contributions. Despite these advantages, some may still view
an IRA as attractive, for example, because IRA funds may be with-
drawn at any time (subject to the early withdrawal tax), whereas
the ability to obtain withdrawals from section 401(k) plans prior to
termination of employment is more limited. On the other hand,
many section 401(k) plans permit individuals to borrow from their
account, making investments in such plans more liquid. o
The ability to contribute both to a section 401(k) (or similar) plan
and an IRA could affect IRA contributions in a number of ‘ways.
For example, some individuals would save only through a section
401(k) plan, others would chose the IRA, and still others would
split savings between a section 401(k) plan and an IRA. A number
of factors may affect such choices, including the amount the indi-
vidual wishes to save, the period and purpose for which they wish
to save, and the particular terms of the section 401(k) plan they
are eligible to participate in.

D. Issues Relating to Tax Incentives For Saving And IRAs

1. Comparison of IRAs With' OtherTai-Favored ‘Assets

Present law contains various tax incentives for savings. Tax in-
centives are provided to encourage taxpayers to save for certain
purposes and to encourage taxpayers to save in certain forms. Sav-
ing for the purpose of education and retirement is subsidized
through the tax treatment of certain Treasury bonds and of certain
retirement plans. Incentives are also provided for people to save in
f)he ({orm of investments in housing, life insurance, and municipal

onds. \ : : .

Tax-favored treatment of assets does not always increase the rate
of return on saving. If the supply of a tax-favored asset is limited
relative to the demand for that asset, much of the benefit of the
tax treatment will be realized by the initial owners of the asset,
rather than by the subsequent holders of the asset. For instance,
holders of municipal bonds may not receive a higher after-tax rate
of return than holders of taxable bonds because, even though the
earnings are tax exempt, municipal bonds offer lower rates of re-
turn. The issuers of municipal bonds receive a tax benefit because
they can pay lower interest rates than the rates paid on other secu-
rities. ) : , L

The tax benefits of IRAs and pension funds, however, are not
limited to particular assets. Because investors in IRAs and pension
funds can invest in a wide range of assets, and because the amount
of funds permitted to be invested through these tax-favored vehi-
cles is limited (the demand is small relative to the supply of as-
sets), investors in IRAs and pension funds do receive a higher rate
of return than that available through other investments, and thus
do benefit from the tax-favored treatment. o

Enactment of additional saving incentives would be expected to
alter taxpayers’ choices among various taxable and tax-preferred
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assets. Because the income earned on assets held in TRAs effec-
tively is exempt from tax, the taxpayer maximizes the benefit of
the tax preference by directing the investment of IRA contributions
in assets which are not otherwise tax preferred. The benefits of tax
preferences for assets that are tax preferred to one degree or an-
other are maximized when such assets are held outside an IRA.

The expansion of IRAs could be expected to increase the demand
for otherwise taxable instruments at the expense of instruments
which are tax preferred under present law. On the other hand, the
annual contribution limitation of the IRA would limit the effect on
the demand for other tax-preferred instruments. Moreover, to the
extent that savings incentives generate increases in saving, the de-
mand for all instruments would increase. If this were to occur, the
issuers of instruments which are tax-preferred under present law
conceivably could benefit as the cost of capital declined.

2. Goals of Tax Incentives for Saving -

Some argue that tax incentives for saving are appropriate be-
cause the income tax system taxes the return to income that is
saved, thereby lowering the return to saving. This lower return on
saving affects both the national saving rate, as well as the assets
that taxpayers accumulate for particular purposes. There is some
disagreement about whether the goal of tax incentives for saving
should be to encourage saving for particular purposes or to increase
national saving.90 These purposes are not mutually exclusive; if ef-
fective, incentives to save for particular purposes will increase na-
tional saving. However, general saving incentives will not nec-
essarily fulfill more specific goals. Whether new tax incentives for
saving should be aimed at increasing national saving in general, or
increasing retirement saving, depends on the perceived adequacy of
each type of saving.

In particular, IRAs have historically been viewed as vehicles for
retirement savings. When IRAs were introduced in 1974, they were
provided only to individuals without employer-provided pension
plans. The original intention of the IRA was explicitly to encourage
individuals not participating in an employer-sponsored plan to in-
crease their retirement savings and to provide a higher return on
such savings. Even with the liberalization of eligibility require-
ments for IRAs in the Economic Recovery Tax Act of 1981, IRAs
still have been largely devoted to retirement saving. Withdrawals
of IRA funds before age 59% generally are still subject to an addi-
tional 10-percent tax. '

.. However, IRAs can provide substantial benefits to taxpayers who
are saving for nonretirement purpeses. For example, consider a
taxpayer with a 28-percent marginal tax rate who has $1,000 of
earnings to devote to saving. Without an IRA, the taxpayer would
pay a tax of $280, leaving $720 to be invested. If this amount earns
8 percent annually and the earnings are taxed annually at a 28-
percent marginal tax rate, the taxpayer will have $1,261 at the end
of 10 years. If, however, the taxpayer can deduct the $1,000 and
accumulate 8-percent annual interest tax free, the investment will

%0 Part IILD.3, below, discusses the importance of national saving. Part II1.D.4, below, dis-
cusses the adequacy of retirement saving. :
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be worth $2,159 at the end of 10 years. After including the dis-
tribution in income, subject to the additional 10-percent tax on
early withdrawals, the taxpayer will have $1,339, or $78 more than
the taxpayer has if a taxable investment is made.

Similarly, the present-law exceptions to the early withdrawal tax
may permit taxpayers to use deductible IRAs for nonretirement
saving. Under present law, a taxpayer may make penalty-free with-
drawals from an IRA prior to attaining the age of 59% if the dis-
tributions are made over certain periods. For example, a taxpayer
could purchase an annuity which promises level payments for the
remainder of the taxpayer’s life. This exception may offer many
taxpayers a way to receive a substantial percentage of the tax-fa-
vored funds prior to age 59%2 and avoid the 10-percent penalty. At
age 50, the average American male has a life expectancy of ap-
proximately 26 years.9! At a 10-percent discount rate, an annuity
which pays $1,000 per year for 26 years has a present value of ap-
proximately $9,160. The present value of the payments received
during the first 10 years of such annuity is approximately $6,145,
or 67 percent of the total value of the annuity. Consequently, if the
taxpayer withdrew the $9,160 from his IRA to purchase the $1,000
annuity, he would receive 67 percent of the total value of the annu-
ity prior to age 60.92

3. Role of Saving in the National Economy

Investment and economic growth

When an economy’s rate of investment increases, the economy’s
stock of capital increases. A larger, capital stock permits greater
production of goods and services. Because the larger a country’s
capital stock, the more productive its workers, investment also
leads to higher wages and salaries. Thus, increases in investment
lead to future increases in a nation’s standard of living.

It is important to distinguish gross investment from net invest-
ment. Gross investment includes investment in new capital as well
as investment that is undertaken to replace depreciated or worn
out capital. Net investment measures increases to the capital stock.
(Net investment is equal to gross investment léss depreciation).

In the short run, increases in gross investment will increase the
capital stock. As the capital stock increases, worker productivity in-
creases and the economy will experience a higher rate of growth.
In the long run, any given rate of investment will just be sufficient
to replace the existing, though larger, capital stock as it depre-
ciates. Thus, in the long run, an increase in the level of investment
increases a nation’s standard of living, but may not increase a
country’s long run rate of growth.

It is possible that a higher investment level can lead to a higher
growth rate even in the long run. Even if there is no growth in net
investment, investment to replace-depreciated capital may still en-

91Bureau of the Census, U.S. Depariment of Commerce, Statistical Abstract of the United
States, 1990, p. 73. : :

921f an 8-percent discount rate were used, the percentage recovered in the first 10 years would
be approximately 62 percent. L L L

If such an annuity were purchased by a 40-year old male (life expectancy an additional 35
years), he would receive approximately 64 percent of the present value of the annuity (discount-
ing at 10 percent) in the first 10 years and 88 percent by age 60. )
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hance economic growth to the extent that the replacement capital
embodies improved (and more efficient) equipment and tech-
nologies. The higher the gross investment rate, the more new cap-
ital is purchased each year, and thus the rate at which new tech-
nologies get adopted may be higher.

Sources of investment funds

Investment involves a trade-off between consumption today and
consumption tomorrow. Investment can either be financed by na-
tional saving, or by foreign borrowing (saving by foreigners). A
basic accounting identity of the national income and product ac-
counts states that: 93

Investment = Private Saving + Government Saving + Net Foreign
Borrowing '

Many analysts in the past ignored the foreign sector, primarily
because at the time it was small relative to the U.S. economy.
These analysts interpreted this basic relationship as saying that
national investment must equal national saving, where national
saving is the sum of private saving and public saving.

However, national investment need not equal national saving if
foreigners can invest in the United States. The experience of the
1980s, when investment in the United States greatly exceeded na-
tional savings, demonstrates how important this source of funds
can be. When demand for investment funds in the United States
outstrips the supply of national savings, interest rates rise in re-
sponse. Increases in interest rates attract foreign capital to the
~ United States, and the excess of investment over national saving
is financed by foreigners’ saving.

Foreign investment in the United States also is related to the
value of the dollar and the trade deficit. Tc take advantage of high
interest rates in the United States, foreign investors first must con-

93 The national income and product accounts measure the flow of goods and services (product)
and’ income in the economy. Two common measures of the size of the economy are the gross
domestic product (GDP) and the gross national product (GNP). GDP measures the total value
of the output of the American economy. GNP measures the total annual value of goods and serv-
ices produced by Americans, their gross income. GDP is greater than GNP by the payment of
factor income to the rest of the world (such as profits to foreign owners of U.S. based busi-
nesses), but is less than GNP by the amount of factor income received from the rest of world
by Americans (such as wages paid to Americans who work abroad). Examining the income meas-
ure, GNP, is useful in understanding the trade-off between consumption tomorrow. GNP may
be measured in several ways. One way is to measure GNP by expenditure on final product in
the economy. By this measure,

(H)GNP=C +I+G + (X-M).

Equation (1) is an accounting identity which states that gross national product equals the sum
of consumption expenditures (C), investment expenditures on plant, equipment, inventory, and
residential construction (I), governmental purchases of goods and services (G), and net exports
(exports less imports of goods and services or X-M). . S

An alternative is to measure GNP by the manner in which income created in.the economy
is disposed of. By this measure, : ’ :

(2 GNP=C+S+T. :

Equation (2) is another accounting identity which states that gross national product equals
the sum of cohsumption expenditures, saving by consumers and businesses (S), and net tax pay-
ments to the government (T) (net tax payments are total tax receipts less domestic transfer, in-
terest, and subsidy payments made by all levels of government). .

Because both measures of GNP are simple accounting identities, the right hand side of equa-
tion (1) must equal the right hand side of equation (2). From this observation can be derived
an additional national income accounting identity, ' e

(3)1=8+(T-G) + M-X) e ) o i

This is the basis for the’statement that national inyestment equals private saving (S), plus
public saving (T-G), and net imports (M-X). T o )
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vert their currencies to dollars. This increases demand for the dol-
lar, thereby increasing the dollar’s exchange rate relative to the
foreign currency. A stronger dollar makes imported goods relatively
cheaper and our exports relatively more expensive. As a con-
sequence, net exports fall and the trade deficit increases. A further
accounting identity states that: 94

Net Foreign Borrowing = (Imports-Exports)

When net foreign borrowing increases, the trade deficit (the dif-
ference between imports and exports of goods and services) also in-
creases. Thus, many people have blamed the trade deficits of the
1980s on the low national savings rate during that period.?5

Is the United States’ saving rate too low?

Consequences of a low saving rate

The consequences of a low saving rate depend on the mobility of
international capital. If capital is not mobile, then, as discussed
above, investment is equal to national savings. When the saving
rate is low, so is the investment rate. Historically, there has been
a strong relationship between a country’s rate of investment and
its rate of saving.96 Although this relationship has become weaker
over time,%7 it is still true that countries with high saving rates
also generally have high investment rates.

If capital is mobile (that is, if foreigners can invest in the United
States at low cost and without a lot of added risk), then investment
will not decline as much when the saving rate falls. Instead, invest-
ment will be financed by foreigners, either by direct foreign invest-
ment in the United States or by foreign lending to American inves-
tors. When domestic saving rates are low, foreign financing of do-
mestic investment results in a higher rate of investment than
would be possible if investment were financed by domestic saving.
Foreign investment in the United States does increase the produc-
tivity of American workers. However, the profits generated by for-
eign investment flow abroad, since the United States has to pay in-
terest on the funds it borrows. Furthermore, eventually the debt
will have to be repaid, so the net wealth that is left to future gen-
erations of Americans is smaller than it would be if the investment
were financed by domestic saving.

Trends in national saving and investment

National saving is generally divided into private saving and pub-
lic saving. Private saving is comprised of household or personal
saving and business saving. Households save by not spending all
of their disposable income (i.e., after-tax income). Businesses save

%4 This ignores the relatively small amount of unilateral transfers to foreigners. For a more
detailed discussion of foreign trade and domestic saving and investment, see Joint Committee
on Taxation, Background and Issues Relating to the Taxation of Foreign Investment in the Unit-
ed States (JCS-1-90), January 23, 1990.

9 For instance, see Hatsopoulos, an, and Summers, “U.S. Competitiveness: Beyond the
Trade Deficit,” Science, 15 July 1988, vol. 241, pp. 299-307.

% See, for instance, Martin Feldstein and Charles Horioka, “Domestic Saving and Inter-
national Capital Flows,” Economic Journal, vol. 90 (June 1980) gp. 314-29,

97 See Philliﬂ): Bacchetta and Martin Feldstein, “National Saving and International Invest-
ment”, in Doy, Bernheim ad John Shoven (eds.), National Saving and Economic Performance
(Chicago: The University of Chicago Press), 1991.
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by retaining some of their earnings. Public saving reflects the ex-
tent to which the Federal, State, and local governments rin budget
surpluses or deficits. Table 8 presents data on the components of
net national saving in the United States.



Table 8.—Components of Net National Saving, Selected Years, 1929-1992

[In billions of dollars]

Private saving Public saving
State Total net
Year Net peir- Net busi- Total x:et Egg;f:sl and l(l)cal Tolff‘l national
S n - . U0k
saving  ing  ‘saving Ordeficit SUiBms  public  saving
2.6 24 5.0 1.2 -0.2 1.0 6
1.8 0.3 2.1 -2.2 0.0 -2.2 -0
7.4 10.5 17.9 —-2.6 =7 -34 14.
16.4 9.8 26.2 -6.0 -1.1 -7.1 19.
22.0 159 379 -2.6 -0.5 -3.1 34.

- 31.6 26.1 577 —-2.6 1.0 -1.6 56.
43.3 24.7 68.0 - 8.5 1.5 10.0 78.0
93.4 224 115.8 -11.6 7.1 ~-4.5 111.3

100.3 40.8 141.1 -69.4 4.6 ~64.8 76.3
93.0 47.2 140.2 -52.9 14.6 -38.3 101.9
87.9 61.9 149.8 —424 25.6 —16.8 133.0

107.8 70.2 178.0 -28.1 31.1 2.9 180.9

123.3 62.1 185.4 —-15.7 25.1 94 194.8

153.8 33.8 187.6 -60.1 24.8 -35.3 152.3

191.8 31.7 223.5 —58.8 28.5 -30.3 193.2

199.5 184 2179 -1355 269 -108.6 109.3 "

168.7 54.3 223.0 -180.1 40.3 -139.8 83.2

222.0 87.5 309.5 -166.9 58.1 -—-1088 200.7

189.3 91.9 2812 -—-1814 56.1 —-125.3 155.9

187.5 55.3 242.8 —-201.0 543 —146.8 96.0

142.0 86.5 2285 -151.8 40.1 -111.7 ‘

RoRoio |
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Table 8.—Components of Net National Saving, Selected Years, 1929-1992—Continued
“ (In billions of dollars] :

Private saving Public saving

State Total net
Year Net per- . Net busi- Total net Esdelr‘a:sl and ?ocal Total n:t?o::l-

sonal ness sav-  private Epﬁ cit surplus public saving

saving ing saving o (S) or t(iet;lcit saving
TO88 ....eeeieieerreeeceesienrtserr e ae e a s ntaaes 155.7 112.6 268.3 —136.6 38.4 -98.3 170.0
1989 ...eirreirrieeecsett et e 152.1 86.9 239.0 —1223 44.8 -77.5 161.5
1990 ..o ereesenns 170.0 88.5 258.5 —163.5 25.1 -1384 123.1
1991 e fereessensreeeeessnnevesseranes 201.5 102.3 303.8 —2034 73 —196.2 107.6
1992 ..oviiiieeeeerrrrrrerereee e rrerrenesees 238.7 90.4 329.1 -—-276.3 7.2 -—-269.1 60.1
Source

: Department of Commerce, Bureau of Economic Analysis.

149}
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Table 9 presents net saving by component as a percentage of
gross domestic product (GDP). As the table demonstrates, net busi-
ness saving,% net private saving, and public saving were all lower
during the 1980s then in any of the three previous decades. Net na-
tional saving declined through most of the 1980s.

Some analysts suggest that because households save out of their
disposable income (i.e., after-tax income), it is more appropriate to
examine personal saving relative to disposable income than to ex-
amine personal saving relative to GDP. Table 10 presents personal
saving as a percentage of disposable income. Generally, the same
trends observed in Table 9 are evident in Table 10. =~

vvvvv

S

98 Tables 8 and 9 present net saving, which equals gross saving less capital consurnption (de-
preciation). ) o
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Table 9.—Components of Net National Savings as a
Percentage of GDP, Selected Years, 1959-1995

- Net Net Total Total
Year per- busi- net pri-  Public © na-
sonal ness vate saving tional
saving saving  saving saving
1959 ... 4.79 4.79 7.53 2.41 9.94
1960 ...t 442 241 6.84 3.29 10.12
1961 ... 5.19 2.39 7.68 244  10.02
1962 ..o, 5.04 3.20 8.24 1248 10.71
1963 ... 4.63 3.43 8.07 2.98 11.05
1964 ... 5.35 3.67 9.02 2.35 11.37
1965 .....ooiiiniiiiee. - 5.26 4.16 941 2.57 11.99
1966 ......oooviiieiininee 4.96 4.02 8.99 2.63 11.51
“1967 i, 5.87 3.47 9.33 1.08 1041
1968 ... 5.14 2.89 8.03 1.89 9.92
1969 ....covciiiiien. 4.77 2.30 7.08 3.03 10.11
1970 .o, 5.89 1.71 7.60 0.65 8.25
1971 e 6.10 2.46 856 —0.32 8.24
1972 e 5.14 2.76 7.90 0.95 8.85
1973 e 6.48 2.72 9.20 1.61 10.81
1974 i 6.52 1.44 7.96 0.91 8.86
1975 .iiiiiiiis 6.40 2.46 8.86 —2.84 6.02
1976 o 5.30 2.58 7.88 —-1.17 6.71
1977 o - 4.56 2.63 720 -0.08 7.12
1978 ... 4.91 2.71 7.62 091 8.53
1979 .. 5.09 2.09 7.18 1.33 8.50
1980 . 5.81 0.83 6.64 —0.24 6.40
1981 ... : 6.39 1.07 7.46 —0.08 7.38
1982 e, 6.34 0.81 715 —257 4.58
1983 e 4.75 1.55 6.30 -—-3.12 3.18
1984 .. 6.04 2.33 837 -—1.77 6.60
1985 .oeeiieieeeceen 4.93 222 7.15 —1.72 5.43
1986 ..., 4.44 1.23 5.67 —1.87 3.80
1987 ... 3.59 1.61 520 -0.96 4.24
1988 .. - 3.74 2.05 579 -0.70 5.09
1989 e 3.45 1.40 485 -0.34 4.52
1990 ... - 3.63 1.34 498 —1.30 3.68
1991 e 4.16 2.13 6.29 —-2.03 4.26
1992 ... 4.37 1.17 554 -—3.12 2.42
1993 ... 3.27 165 492 -245 2.47
1994 ... 2.73 2.00 473 -1.30 3.42
1995 ... 3.44 1.98 541 -0.92 4.49
Average 60-69 ......... 5.06 3.19 8.26 2.46 10.72
Average 70-79 ......... 5.64 2.36 8.00 0.19 8.19
Average 80-89 ......... 4.95 1.51 646 —1.34 5.12
Average 90-95 ........ 3.60 1.71 531 -—1.85 3.46

Source: Department of Commerce, Bureau of Economic Analysis.
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Table 10.—Personal Saving as a Percentage of Dlsposable
Personal Income, Selected Years, 1929—1996

"Personal
saving as a
percentage

«of disposable
©emieer s oo - personal in-

s come

Year

1929 000066000000 0040s000000000000000000000000escusiocttcetrrareerETRTTRIOrNIRIIIIOEN

Te e e w

1959 ..
1964 ..
1969 .
1974

ORI ONOWONTWORON |

1975 X
1976 K
1977 .

1978 it

1979 ottt
1980 .....coviuvninniniivnrieneeneneeraesnenssnensens
1981 ...
1982 ...
1983 ...
1984 ... ones .
1985 ..ottt TR,
1986 ...... reeresseesnaeesaresnanenes SR
1987 ......... crtrseeennrereeataaaenas -
1988 .. caees
1989 ........ reesseeseessnsrnsnnnanes -
TOG0 ...ttt s s s e s ne s e s b e s gngnanas
1991 ............ R reeetesee it e s st es b assanses
1992 .. ceteessntesseient e s s e are et b e bnesadesans
1993 ... TR R T
1994 ...
1995 .....
19961 ....oevineiecnene

1 Arithmetic average of first three quarters.
Source: Department of Commerce, Bureau of Economic Analysis.
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Prior to 1980, domestic saving generally financed domestic in-
vestment as well as providing funds for Americans to be net inves-
tors abroad (negative net foreign investment). During the 1980s,
net savings fell short of domestic investment as a share of GDP.
Domestic investment declined from its 1984 peak and net foreign
investment provided for the difference in domestic savings and in-
vestment. Thus, although the decline in saving was coincident with
a decline in investment, this decline was not as severe as it might
have been had there not been foreign investment.

Comparison between the saving rates of the U.S. and other
countries - :

The United States’ national saving rate is low when compared to
. .that of other nations. Table 9 showed that the United State’s net
-national saving averaged approximately 5 percent of GDP in the
1980s. The nét national saving rate of Canada during the 1980s
.averaged 7.3 percent of GDP. For Japan the comparable rate was
17.9 percent; Germany, 9.2 percent; Italy, 8.3 percent; France, 6.7
percent; the United Kingdom, 4.5 percent; and Australia, 3.4 per-
cent.?? Table 11 presents a comparison for household or personal
saving. As Table 11 indicates, the household saving rate of the
-‘United States during the 1980s was below the household saving
rates of Canada; Germany, and Japan.100 e o

EF S

99 QOrganization for Economic Co-Operation and Development, National Accounts, 1960-1989,
vol. 1, 1991, .

100 The data on international saving rates in the text and in Table 11 are not directly com-
parable to the data in Tables 9 and 10 because such data are not always compiled consistently
across nations. For example, in computing household saving rates, the OECD subtracts house-
hold interest expense from income to determine U.S. household disposable income. The Bureau
of Economic Analysis does not make a similar adjustment in defining household disposable in-
come. Also, while the source of the international comparisons draws on data from the OECD,
which attempts to provide data on an internationally comparable basis, the data are not fully
comparable. For example, in computing household saving rates, the definition of the household
sector is not identical across all countries. In particular, except in Japan, France, and Italy, pri-
vate nonprofit institutions are included in the household sector. See, Andrew Dean, Martine
Durand, John Fallon, and Peter Hoeller, “Saving Trends and Behaviour in OECD Countries,”
OECD, Economics and Statistics Department Working Paper, No. 67, June 1989.



_Table 11.—Net Household Saving as a Perce

ntage of Disposable Household Income,

1972-1995

Selected Years,

: . Aver-

Country ° 1972 1976 1980 1984 1988 1990 1991 1992 1993 1994 1995 982

. : 1995
United States .......... ievndasaearioase 7.5 76 84 8.6 5.3 5.2 5.8 5.7 4.7 - 42 4.9 52
JAPAN ..evieeeeeeereeereeeeesinaseesiane 182 232 179 158 130 121 132 13.1 134 128 '13.0 13.2°
GErmany ........ccoceecveevreercneecsoces 144 13.3 128 114 128 138 129 129 122 11.7 116 12.5
Canada ......cccvvinerenneniiiinnen 8.7 11.8 13.6 15.0 97 97 99 103 9.6 7.6 7.0 94
Australia ......cceveeeerrncveenennns ... 11.8 11.1 10.8 9.9 6.1 6.9 52 4. 3.3 3.2 2.6 5.1
Source: Organization for Economic Co-Operation and Development, OECD Economic Outlook, 60, December 1996.

611
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Generally, saving rates of all nations have declined from the
rates of the late 1960s. In percentage terms, the decline in the na-
tional saving rate of the United States between 1967 and 1989 up-
date is greater than the decline of the saving rates of Japan and
Germany, but comparable to the decline of the saving rates of
France and Italy.

Although many people have pointed to the low saving rate in the
United States as a cause of declining productivity, others argue
that the United States has long been a relatively low-saving nation,
and yet has enjoyed substantial economic growth. They note that
many of the nations with higher saving rates were nations which
needed to rebuild after the destruction of war on their own terri-
tory.

Furthermore, some argue that the low saving rate in the United
States may be a product of demographics, and that the saving rate
will increase as the baby boomers enter their forties and fifties,
typically the years during which people do much of their retirement
saving. However, others note that in the past, demographic
changes have not been very successful at predicting saving rates.

In general, the decline in private saving rates is not well under-
stood. It is likely that demographic changes, capital market liberal-
ization, increased insurance availability, and increased social secu-
rity benefits have all contributed to the decline. However, these fac-
tors have not proved significant enough to account for the total de-
cline in the saving rate. Similarly, there is no convincing expla-
nation for why saving rates have declined in other nations as well.

4. The Adequacy of Retirement Savings
a. Economic status of the elderly

Sources of retirement income

Social security is the largest source of retirement income (40 per-
cent in 1992), followed by income from assets (21 percent in 1992),
earnings (17 percent in 1992), and private and government em-
ployee pensions (19 percent in 1992).101 Many researchers have at-
tempted to measure whether people have adequate savings for re-
tirement. A common measure of retirement savings adequacy is
called the replacement rate, which is defined as the ratio of retire-
ment income over income during the working years.

The issue of what replacement rate should be called adequate de-
pends on a number of factors. A replacement rate of 100 percent
means that the person’s income during retirement is equal to their
income during working years. There are a number of reasons that
a replacement rate of 100 percent may not be optimal. First, people
may desire to have more income during the working years because
some of that income is saved for retirement. If people choose to
have constant consumption over time, they save during their work-
ing years and dissave during retirement. Second, most elderly own
their own homes (in 1994, more than 80 percent of those house-
holds headed by an individual aged 65 to 74 and 73.5 percent of

101 Social Security Administration as reported in Joint Committee on Taxation, Selected Mate-
rials Relating to the Federal Income Tax System Under Present Law and Various Alternative
Tax Systems (JCS-1-96), March 14, 1996, p.41.
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households headed by an individual age 75 or over192 ) and most
of these (83 percent in 1987103 ) have paid off their mortgages.
Thus, most elderly receive housing without incurring any expenses
beyond maintenance and utilities, whereas during their working
years, they were likely to have been making mortgage payments.
Third, few elderly households care for children, and therefore
household expenses are likely to be lower. Fourth, the elderly are
generally covered by Medicare, which provides insurance against
large medical expenses and pays for most expenditures on health.
Fifth, social security benefits, which represent the major source of
retirement income, are largely untaxed.104 Thus, social security
benefits can be smaller than income ‘¢arned during the working
years and still provide the same after-tax income. For the lowest
income groups, this effect is not large since earned income is sub-
ject to the payroll tax, but probably not subject to the income tax.
These arguments suggest that the appropriate replacement rate
for the elderly to have adequate retirement savings is less than 100
percent. However, there may be some factors which dictate that the
replacement rate should be higher than 100 percent. First, al-
though the elderly are covered by Medicare, they are also more
likely to incur large medical expenses which may not be completely
covered by Medicare. Similarly, Medicare generally does not cover
nursing home care or the costs of care in other long-term care fa-
cilities, and only those elderly poor enough to receive Medicaid or
eligible through veterans’ assistance are covered. .
Replacement rates for social security and pension income for re-
tired workers are calculated using two methods. The first method
calculates the ratio of social security and pension benefits relative
to a worker’s highest career earnings.195 The second method cal-
culates benefits relative to the average earnings in the five years
preceding retirement.196 It seems likely that the career high earn-
ings overstate average earnings, and earnings during the five years
preceding retirement understate average earnings. Thus, these two
replacement rates may be seen as upper and lower bounds of esti-
mates of the replacement of average career earnings. These re-
placement rates measure the replacement of income through retire-
ment benefits, and do not include any income earned during retire-
ment or any income from savings. Such calculations indicate that
social security and pension benefits replace roughly 33 percent of
the career high earnings and 50 percent of earnings over the last
five years for individuals. When spousal benefits are taken into ac-
count, replacement rates are slightly higher, averaging 30 to 33
percent of highest earnings but 60 to 70 percent of last earnings.
Such calculations also demonstrate that replacement rates are
highest for the poor. For the lowest income quartile, individual re-

102 Statistical Abstract of The United States 1995, Table 1288 page 736.

103 Statistical Abstract of The United States 1990, Table 1278, page 722,

104 Social security benefit recipients with modified AGI exceeding certain limits have to in-
clude up to 50 percent of their benefits in income. The Joint Committee on Taxation staff
projects that in 1997, 23 percent of all elderly included some portion of social security benefits
in taxable income. > . e . R B T S

105 Earnings ‘are indexed by the rate of wage growth. Highest career earnings are defined
as the average of the highest five years of earnings. ) ) :

106 This measure is_calculated only for those individuals who worked a significant .amount
during the five years preceding retirement.
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placement rates varied between 34 and 39 percent of highest earn-
ings, and 72 to 94 percent of last earnings.207

Finally, social security benefits have increased over time. Social
security benefits relative to the income of the elderly have in-
" creased substantially over the past 40 years.

Poverty

Another method used to examine the economic status of the el-
derly is to compare their rates of poverty to those of the general
population. Poverty among the elderly has declined dramatically
over the last 30 years, from over 35 percent in 1959 to 12 percent
in 1988. By 1988, the poverty rate of the elderly was less than the
poverty rate of the general population. The poverty rate of elderly
persons living in families (with a spouse or children) was 6.2 per-
cent, lower than for any other group. The major explanation for
‘this decline in poverty is the increase in social security benefits
and coverage described above.

b. Expected retirement incomé and needs of current work-
ers :

The above discussion demonstrates that, as a group, the elderly
~ are as well off as the rest of society, indicating that given social se-

curity and pension benefits, savings were adequate. However, to
determine whether the savings of current workers are enough to
provide adequate retirement income, it is necessary to examine
how this group might differ from current retirees.

Social security and employer-provided pension plan coverage

Because social security coverage of workers has increased over
time,198 and because the labor force participation of women has
also been increasing, current workers are more likely to be covered
by social security than current retirees. Similarly, pension coverage

of c111(1)'§ent workers is also substantially larger than of current retir-
2e8. - ;
Personal saving ,

Although coverage by pensions and social security is expected to
be higher for current workers than it is for current retirees, the
saving rate of current workers may be lower than the rate at which
current retirees saved during their working lives. This would imply
that although one source of retirement income, retirement benefits,
is expected to be higher for current workers, another source, in-
come from savings, may be lower. ‘ .

The measure of personal saving used in the National Income and
Product Accounts attributes all corporate pension contributions and
earnings to the household sector. Thus, the increased pension cov-
erage is already included in the measure of household saving.
Table 9, above, shows that personal saving has been declining over
the past 15 years. Private saving, which includes the saving of
business, and which may provide a better measure of total house-

107 Susan Grad, “Earnings Replacement Rates of New Retired Workers,” Social Security Bul-
letin 53, October 1990. : . . Lok o

108 For a discussion of the legislative history of social security coverage; see Committee on
Wags and Means, Overview of Entitlement Programs (WMCP 102-9), May 7, 1991, pp. 105-106.

15 EBRI Databook on Employer Benefits, 1990, p. 75. -
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holds saving since businesses are ultimately owned by households,
exhibits the same downward trend. Thus, the saving of the current
generation of workers for their retirement seems to be low relative
to the past. . o G e e

In a recent study, the Congressional Budget Office (“CBO”) re-
ported that while the saving rate of current workers appears low
relative to the past, this may not imply that the level of savings
is inadequate for retirement. That CBO study concludes that the
so-called “baby boom” generation appears to be accumulating assets
at a rate equivalent to that of their parents who are currently re-
tired. The CBO concludes that the continued increase in real
wages, the fact that baby boomers are more highly educated than
their parents, and the increased participation of women in the
labor force portend “increases in household incomes of baby
boomers in rétirement.” 110 Some have criticized the conclusion of
this study as too optimistic. Critiques note that finding that baby
boomers have accumulated approximately the same amount of as-
sets as had their parents at a similar age does not bode well for
retirement income. Having the same amount of assets would imply
only the potential for the same amount of income as experienced
by current retirees, and as incomes grow this would imply future
retirees would be less well off compared to the rest of society than
are current retirees. Critics also note that current retirees bene-
fited from increases in social security benefits and unexpected cap-
ital gains on housing that the baby boomers may not reasonably
expect to experience.111

c. Increased retirement costs

Finally, it is possible that the need for retirement income is in-
creasing over time. Increases in life expectancies and trends toward
earlier retirement increase the number of years in retirement and

- therefore, increase the need for saving. Furthermore, the normal

retirement age for social security was changed in 1983. In 1995,
the normal retirement for social security (the age at which retirees
receive full benefits) is 65. By 2010, normal retirement will be 67
years. If the increase in the normal retirement age means that in-
dividuals will be working more years, then current saving need not
adjust. However, if the historical trend toward earlier retirement
continues, then the increase in normal retirement age for receipt
of full social security benefits means that individuals should in-
crease their retirement saving. _ :

Similarly, increased life expectancies and rapid medical cost in-
flation increase the probability of large medical expenses. Out-of-
pocket medical expenditures for the elderly have been steadily in-
creasing over the last 15 years. Also, many people have noted that
the probability of an individual requiring long-term care some time
in their lifetime has been increasing. Provisions contained in the
Health Insurance Portability and Accountability Act that provided

110 Congressional Budget Office, “Baby Boomers in Retirement: An Early Perspective,” Sep-
tember 1993, p. xiv. Also see, Joyce Manchester, “Baby Boomers in Retirement: An Early Per--
spective,” in Dallas Salisbury and Nora Super Jones (eds.), Retirement in the 21st Century:
Ready or Not? (Washington: Employee Benefits Research Institute), 1994.

11 B, Dot;%las Bernheim, “Adequacy of Savings for Retirement and the Role of Economic Lit-
eracy,” in Dallas Salibury and Nora Super Jones (eds.), Retirement in the 21st Century: Ready

or Not? (Washington: Employee Benefits Research Institute), 1994.
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favorable tax treatment for long-term care insurance and expenses
and provided for penalty-free withdrawals from IRAs for certain
medical expenses and insurance of individuals and their spouses
and dependents may aid individuals in providing for their retire-
ment years. The proposals may also assist in providing for medical
expenses by further expanding penalty-free IRA withdrawals to
medical expenses of relatives, whether or not they are dependents.



IV. ESTATE AND GIFT TAXATION

A. Present Law

Application of the estate and gift tax )
A gift tax is imposed on lifetime transfers and an estate tax is

imposed on transfers at death. Since 1976, the gift tax and the es-
tate tax have been unified so that a single graduated rate schedule
applies to cumulative taxable transfers made by a taxpayer during
his or her lifetime and at death.}12 Under this rate schedule, the
unified estate and gift tax rates begin at 18 percent on the first,
$10,000 in cumulative taxable transfers 113 and reach 55 percent on
cumulative taxable transfers over $3 million (sec. 2001(c)). In addi-
tion, a 5-percent surtax is imposed upon cumulative taxable trans-
fers between $10 million and 21,040,000, to phase out the benefits
of the graduated rates and the unified credit (sec. 2001(c)(2)).114

The amount of gift tax payable for any calendar year generally
is determined by multiplying the applicable tax rate (from the uni-
fied rate schedule) by the cumulative lifetime taxable transfers
made by the taxpayer and then subtracting any gift taxes payable
for prior taxable periods. This amount is reduced by any available
unified credit (and other applicable credits) to determine the gift
tax liability for the taxable period. ,

The amount of estate tax payable generally is determined by
multiplying the applicable tax rate (from the unified rate schedule)
by the cumulative post-1976 taxable transfers_made by the tax-
payer during his lifetime or at death and then subtracting any gift
taxes payable for prior calendar years (after 1976). This amount is
reduced by any available unified credit (and other applicable cred-
its) to determine the estate tax liability. , <

A marital deduction generally is permitted for the value of prop-
erty transferred between spouses. :

Unified credit .

A unified credit is available with respect to taxable transfers by
ift and at death. Since 1987, the unified credit amount has been
192,800 (sec. 2010), which effectively exempts a total of $600,000
in cumulative taxable transfers from the estate and gift tax. . = .
The unified credit originally was enacted in the Tax Reform Act
of 1976. As enacted, the credit was phased in over five years to a
level that effectively exempted $175,625 of taxable transfers from
the estate and gift tax in 1981 (i.e., a unified credit of $47,000).

112 Prior to 1976, separate tax rate schedules applied to the gift tax and the estate tax, .
12 Due to the operation of the unified credit, the first $600,000 in cumulative taxable trans-
fers is effectively exempt from estate and gift tax. For transfers in excess of $600,000, estate
and gift tax rates begin at 37 percent. ) P - e N
114 Thus, if a taxpayer has made cumulative taxable transfers exceeding $21,040,000, his or
her average transfer tax rate is 55 percent. . S Seeo

(125) .
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The Economic Recovery Tax Act of 1981 increased the amount of

the unified credit each year between 1982 and 1987, from an effec-

tive exemption of $225,000 in 1982 to an effective exemption of

?gO0,000 in 1987. The unified credit has not been increased since
87.

Annual exclusion for gifts

A taxpayer may exclude $10,000 of gifts made to any one donee
during a calendar year (sec. 2503). This annual exclusion does not
apply to gifts of future interests (e.g., reversions or remainders).
Prior to 1982, the annual exclusion was $3,000. '

Valuation

Generally, for Federal transfer tax purposes, the value of prop-
erty is its fair market value, i.e., the price at which the property
would change hands between a willing buyer and a willing seller,
neither being under any compulsion to buy or sell and both having
reasonable knowledge of relevant facts. Fair market value is deter-
mined as of either (1) the time of the decedent’s death, or (2) the
“alternate” valuation date of six months after the decedent’s death
(sec. 2032). .

Under Code section 2032A, an executor may elect for estate tax
purposes to value certain “qualified real property” used in farming
or another qualifying closely-held trade or business at its current
use value, rather than its highest and best use value. Currently,
the maximum reduction in the value of such real property resulting
from an election under Code section 2032A is $750,000.

An estate may qualify for current use valuation if: (1) the dece-
dent was a citizen or resident of the United States at the time of
death; (2) the value of the farm or closely held business assets in
the decedent’s estate, including both real and personal property
(but reduced by debts attributable to the real and personal prop-
erty) is at least 50 percent of the decedent’s gross estate (reduced
by mortgages and other secured debts); (3) at least 25 percent of
the adjusted value of the gross estate is qualified farm or closely
held business real property; 115 (4) the real property qualifying for
current use valuation must pass to a qualified heir; 116 (5) such real
property must have been owned by the decedent or a member of
the decedent’s family and used or held for use as a farm or closely
held business (“a qualified use”) for 5 of the last 8 years prior to
the decedent’s death; and (6) there must have been material par-
ticipation in the operation of the farm or closely held business by
the decedent or a member of the decedent’s family in 5 years out
of the 8 years immediately preceding the decedent’s death (Code
sec. 2032A (a) and (b)).117 _ .

115 For purposes of the 50-percent and 25-percent tests, the value of the property is deter-
mined without regard to its current use value.

116 The term “qualified heir” means a member of the decedent’s family, including his spouse,
lineal descendants, parents, and aunts or uncles of the decedent and their descendants.

117 In the case of qualifying real property where the material participation requirement is
. satisfied, the real property which qualifies for current use valuation includes the farmhouse, or
other residential buildings, and related improvements located on qualifying real property if such
buildings are occupied on a regular basis by the owner or lessee of the real property (or by em-
ployees of the owner or lessee) for the purpose of operating or maintaining the real property
or the business conducted on the property. Qualified real property also includes roads, buildings,
and other structures and improvements functionally related to the qualified use.
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If, after an election is made to specially value property at its cur-
rent use value, the heir who acquired the real property ceases to
use it in its qualified use within 10 years (15 years for individuals
dying before 1982) of the decedent’s death, an additional estate tax
is imposed in order to “recapture” the benefit of the special use
valuation. Some courts have held that the cash rental of specially
valued property after the death of the decedent is not a"qualified
use and, therefore, results in the imposition of the additional estate
tax under section 2032A(c). Martin v. Commissioner, 783 F.2d 81
(7th Cir. 1986) (cash lease to unrelated party); Williamson v. Com-

missioner, 93 T.C. 242 (1989) (cash lease to family member).
Contributions for conservation purposes V

A deduction is allowed for estateé and gift tax purposes for a con-
tribution of a qualified real property interest to a charity (or other
qualified organization) exclusively for conservation purposes (secs.
2055(f), 2522(d)). Qualifying conservation purposes are: (1) the
preservation of land areas for outdoor recreation by, or the edu-
cation of, the general public; (2) the protection of a relatively natu-
ral habitat of fish, wildlife, or plants, or similar ecosystem; (8) the
preservation of open space (including farmland and forest land)
where such preservation will yield a significant public benefit, and
is either for the scenic enjoyment of the general public, or pursuant
to a clearly delineated governmental conservation policy; or (4) the
preservation of an historically important land area or certified his:
toric structure (sec. 170(h)(4)). For this purpose, a qualified real
property interest means the entire interest of the transferor in real
property (other than certain mineral interests), a remainder inter-
est in real property, or a perpetual restriction on the use of real
property (sec. 170(h)). Also, a contribution will be treated as “exclu-
sively for conservation purposes” only if the conservation purpose
is protected in perpetuity.” R Sk st s AR

5

Generation-skipping transfer tax :

A generation-skipping transfer tax (“GST tax”) generally is im-
posed on transfers, either directly or through a trust or similar ar-
rangement, to a “skip person” (i.e., a beneficiary in' a generation
more than one generation below that of the transferor). Transfers
subject to the GST tax include direct skips, taxable terminations
and taxable distributions.11® The generation-skipping transfer tax
is imposed at a flat rate of 55 percent on cumulative generation-
skipping transfers in excess of $1 million. Because both the genera-
tion-skipping transfer tax and the estate or gift' tax can apply to
the same transfer, the combined marginal tax rate on a generation-
skipping transfer can be as high as 80 percent.

Under the “predeceased parent exception”, a direct skip transfer
to a transferor’s grandchild is not subject to the GST tax if the
child of the transferor who was the grandchild’s parent is deceased

118 For this purpose, a direct skip is any transfer subject to estate or gift tax of an interest
in property to a skip J)erson (e.g., a gift from grandparent to grandchild). A taxable termination
is a termination (by death, lapse of time, release of power, or otherwise) of an interest in prop-
erty held in trust unless, immediately after such termination, a non-skip person has an interest
in the property, or unless at no time after the termination may a distribution (including a dis-
tribution upon termination) be made from the trust to a skip person. A taxable distribution is
a distribution from a trust to a skip person (other than a taxable termination or a direct skip).

38-759 - 97 - 6
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at the time of the transfer (sec. 2612(c)2)). This “predeceased par-
ent exception” to the GST tax is not applicable to (1) transfers to
collateral heirs, e.g., grandnieces or grandnephews, or (2) taxable
terminations or taxable distributions.

" Installment payment of estate tax

In general, the estate tax is due within nine months of a dece-
dent’s death. Under Code section 6166, an executor generally may
elect to pay the Federal estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate pays only interest for the
first four years, followed by up to 10 annual installments of prin-
cipal and interest. Interest is generally imposed at the rate applica-
ble to underpayments of tax under section 6621 (i.e., the Federal
‘short-term rate plus 3 percentage points). Under section 6601(j),
however, a special 4-percent interest rate applies to the amount of
deferred estate tax attributable to the first §1,ooo,ooo in value of
the closely-held business. All interest paid on the deferred estate
tax is allowed as a deduction against either the estate tax or the
estate’s income tax obligation. If the deduction is taken against the
estate tax, supplemental returns must be filed each year to recom-
pute the value of the taxable estate.

To qualify for the installment payment election, the business
must be an active trade or business and the value of the decedent’s
interest in the closely held business must exceed 35 percent of the
decedent’s adjusted gross estate. An interest in a closely held busi-
ness includes: (1) any interest as a proprietor in a business carried
on as a proprietorship; (2) any interest in a partnership carrying
on a trade or business if the partnership has 15 or fewer partners,
or if at least 20 percent of the partnersfxip’s assets are included in
determining the decedent’s gross estate; or (3) stock in a corpora-
tion if the corporation has 15 or fewer shareholders, or if at least
20 percent of the value of the voting stock is included in determin-
ing the decedent’s gross estate. In general, the installment pay-
ment election is available only if the estate directly owns an inter-
est in a closely held active trade or business. Under a special rule,
however, an executor may elect to look through certain non-pub-
licly traded holding companies that own stock in a closely held ac-
tive trade or business, but if the election is made, neither the five-
year deferral (i.e., the provision that requires no principal pay-
ments until the fifth year) nor the special 4-percent rate applies.

If the installment payment election is made, a special estate tax
lien applies to any property on which tax is deferred for the install-
ment payment period.

B. Legislative Background

Federal death taxes before World War I

While States extensively used death taxes,1!9 Federal death
taxes in this country, for most of its history, were imposed pri-

119 The term “death taxes” is used to refer to taxes that are imposed at the time of the death
of an individual. As used herein, the term includes taxes with other names. Such taxes include
“inheritance taxes” and “estate taxes.” An “inheritance tax” is a tax on the right to receive prop-
erty at death from an individual and generally is measured by the amount that a particular
legatee receives from the decedent. An “estate tax” is a tax on the right to transfer property

¥
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marily to finance wars or threat of war. The first Federal death tax
was imposed from 1797 until 1802 as a stamp tax on inventories
of deceased persons, receipts of legacies, shares of personal estate,
probates of wills, and letters of administration to pay for the devel-
opment of strong naval forces felt necessary because of strained
trade relations with France.120 Subsequent to the repeal of the
stamp tax,12! there were no death taxes imposed by the Federal
Government until the Civil War when the Federal Government im-
posed an inheritance tax between 1862 and 1870.122 In order to fi-
nance the Spanish-American War, the Federal Government im-
posed its first estate tax in 1898 which remained in effect until its
repeal in 1902.123 While prior death taxes were primarily imposed
to finance warfare, President Theodore Roosevelt proposed, in
1906, a progressive tax on all lifetime gifts and death time be-
quests to limit the amount that one individual could transfer to an-
other although no legislation immediately resulted from such pro-

posal.124 v T e e
Estate taxes from World War I through World War II.
Estate taxes to finance World War I~~~ '

The commencement of World War I caused revenues from tanffs

to fall. The Federal Government in 1916 125 adopted a progressive
estate tax on all property owned by the decedent at his or her
death, certain lifetime transfers which were for inadequate consid-
eration,126 transfers not intended to take effect until death,!27 and
transfers made in contemplation of death. =~~~ =~ .
The 1916 estate tax provided an exemption (in the form of a de-
duction) of $50,000 with rates from 1 percent on the first $50,000
of transferred assets to 10 percent on transferred assets in excess
of $5 million. The next year, the revenue needs from the War
caused increases in estate tax rates with a top rate of 25 percent
on transfers in excess of $10 million.128 =~ - :

Estate and giﬂ.taa:c_es between World Wafs :I and 11

In the Revenue Act of 1918, estate tax rates on transfers under
$1 million were reduced, but the tax was extended to life insurance
proceeds in excess of $40,000 that were receivable by the estate or
its executor and property subject to a general power of appoint-
ment 120 . 4 L B al power oL appoiit

In 1924, the estate tax was changed by: (1) increasing the maxi-
mum rate to 40 percent; (2) broadening property subject to the tax
to include jointly owned property and property subject to a power
retained by the decedent to alter, amend, or revoke the beneficial

at death and'genera:}i: is measured by the total amount passing at the time of the decedent’s
death. Historically, inheritance taxes were imposed by States, while estate taxes were imposed
by the Federal Government.

120 Act of July 6, 1797, 1 Stat. 527. )

121 Act of June 30, 1802, 2 Stat. 148. . )

122 Act of July 1, 1862, 12 Stat. 432, 483; Act of July 15, 1870, 16 Stat. 256.

123 War Revenue Act of 1898, 30 Stat. 448, 464 (July 4, 1898). T sk v

124 See quotation in Paul, Randolph E., Taxation in the United States, p. 88 (Boston, 1954).

125 Act of September 8, 1916, 39 Stat. 756. :

126 This rule is contained in section 2043 of present law. ’

127 This rule is contained in section 2037 of present law.

128 Act of March 3, 1917, 39 Stat. 1000. . ‘ :

129 This rule is now contained in sections 2041 and 2514 of present law.
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enjoyment of the property;130 and (3) allowing a credit for State
death taxes for up to 25 percent of the Federal tax. In addition, the
first gift tax was imposed.

In 1926, the gift tax was repealed and estate tax rates were re-
duced to a maximum rate of 20 percent on transfers over $10 mil-
lion. The exemption was increased from $50,000 to $100,000, and
the credit for State death taxes was 1ncreased to 80 percent of the
Federal tax.131

In 1932, with the advent of the Depression which reduced reve-
nues from other sources and the need for revenues for new Govern-
ment projects, estate tax rates were increased with a top rate of 45
percent on transfers over $10 million.132 The tax was made applica-
ble to lifetime transfers in which the transferor retained a life es-
tate or the power to control who shall benefit from the property or
income therefrom.133 The exemption was reduced to $50,000, and
the Federal gift tax was reimposed (at 75 percent of the estate tax
rates) for cumulative lifetime gifts in excess of $5,000 per year.

Estate and gift tax rates were increased in 1934 to top rates of
60 percent and 45 percent, respectively, on transfers in excess of
$10 million and again in 1935 to top rates of 70 percent and 52.5
percent, respectively, on transfers in excess of $50 million.134 The
exemption for both the estate and gift tax was reduced in 1935 to
$40,000 each.135

In 1940, a 10-percent surcharge was imposed on both income and
estate and gift taxes, in light of the need for additional revenue ne-
cessitated by the military build-up just prior to World War I1.136
Estate and gift tax rates were increased in 1941, with a top estate
tax rate of 77 percent on transfers in excess of $50 million.137

Estate and gift taxes during World War 11

In 1942, Congress again altered estate and gift taxes by: (1) set-
ting the exemptlon from the estate tax at $60,000, the lifetime ex-
emption from the gift tax at $30,000, and prowdmg an annual gift
tax exclusion of $3,000;138 and (2) attemptmg to equate property
in community property States with property owned in non-commu-
nity property States by providing that in both community property
States and non-community States, each spouse would be taxed on
the portion of jointly owned or community property that each
spouse contributed to that property’s acquisition cost.13?

130 This rule is now contained in section 2038 of present law.

131 This rule is now contained in section 2011 of present law. The size of the credit has not
changed even though the Federal estate tax rates subsequently have been changed several
times.

132 Revenue Act of 1932, 47 Stat. 169 (June 6, 1932).

133 This rule is now contained in section 2036(3) of present law.

134 Act of May 10, 1934, 48 Stat. 680.

135 Act of August 30, 1935, 49 Stat. 1014.

136 Revenue Act of 1940 54 Stat. 516.

137 Act of September 20, 1941, 55 Stat. 687.

138 The $60,000 deathtime and the $30,000 hfetxme exemptions remained at these levels until
the Tax Reform Act of 1976 when the estate and gift taxes where combined into a single unified
tax that could be reduced by a unified credit which replaces the two exemptions.

139 Act of October 21, 1942, 56 Stat. 798.
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Estate and gift taxes after World War 11

Post-World War II through 1975

The 1942 solution to the community fgroperty problem was
viewed as complex. Congress provided a different solution in 1948
for equatin%) community property States and non-community prop-
erty States by providing the decedent or donor spouse a marital de-
duction for 50 percent of the property transferred to the other
spouse and, thus, effectively allowing both spouses to be taxed on
one-half of the property’s value.140 . . o oo

In 1954, the estate tax treatment of life insurance was changed
to a rule that subjected life insurance proceeds to estate tax if the
proceeds were paid to the decedent’s estate or executor or if the de-
?ed??lt retained “incidents of ownership” in the life insurance pol-
icy. _ : )
“The Small Business Tax Revision Act of 1958142 provided for
payment of Federal estate tax on certain closely held businesses in
installments over a 10-year period.143

Legislation from 1976 through 1980 SRR

In the Tax Reform Act of 1976,144 Congress substantially revised
estate and gift taxes by: (1) providing for a single unified rate
structure for cumulative lifetime and deathtime transfers;145 (2)
providing an exemption in the form of a credit (called the “unified
credit”) which exempted $175,625 of transfers from tax when fully
phased-in; (3) revising and lowering the unified rate structure such
that the maximum rate of tax was 70 percent; (4) changing the in-
come tax rules applicable to the disposition of inherited assets from
a rule that only taxed post-death appreciation (i.e., the basis in the
hands of the heir was “stepped-up” to its value on the date of the
decedent’s death) to one that %rovided that the heir’s basis gen-
erally would be the same as its basis to the decedent (i.e., the dece-
dent’s basis in the property would “carryover” to be the basis to the
heir); (5) providing a 100-percent marital deduction for the first
$250,000 of property transferred to a surviving spouse; (6) chang-
ing the treatment of gifts made in conteml[;lation of death from a
rebuttable presumption that gifts made within three years of death
would be subject to estate tax to a rule that subjects all gifts made
within three years of death to the estate tax; 146 (7) providing that
each spouse was rebuttably presumed to have contributed equally
to the acquisition cost of jointly held property; (8) providing that
a farm or other real property used in a closely held business could
be valued at its “current use value” instead of its “highest and best
use” value, so long as the heirs continued to so use the property
for 15 years after the decedent’s death;47 (9) providing a limited
deduction for bequests to children with no living parents (the so-
called “orphan’s deduction”); (10) providing a new transfer tax on

140 Revenue Act of 1948, 62 Stat. 110.

141 This rule is now contained in section 2042 of present law.

142 P L, 85-566. ) TR ; : : o aiii
143 This rule has been subsequently modified, and is now contained in section 6166 of present

law.
144 P L. 94-455.
145 These rules are contained in sections 2001 and 2501 of present law.
146 This rule is now contained in sectin 2035 of gzesent law.
147 These rules are not contained in section 2032A of present law.
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generation-skipping transfers basically equal to the additional es-
tate or gift tax that the decedent’s children would have paid if the
property had passed directly to the children instead in a form
where the children received only an income interest or power to
control the enjoyment of the property; (11) providing statutory
rules governing the disclaimer of gifts and bequests under which
an unqualified, irrevocable refusal to accept any benefits from the
gift or bequest generally within 9 months of the creation of the
transferee’s interest is not treated as a gift by the disclaiming indi-
vidual; 148 and liberalized the provision which permits installment
payment of estate tax on closely-held business by providing that
only interest need be paid for the first four years after death and
lenthening the period of installment an additional four years to 14
years.

In 1980, the “carryover basis” rule was retroactively repealed
and replaced by the “stepped-up basis” rules that applied before
the 1976 legislation.149 ‘

Legislation from 1981 through 1985

The Economic Recovery Act of 1981 (“1981 Act”) 150 made the fol-
lowing changes to the estate and gift taxes: (1) increased the uni-
fied credit such that, when fully phased-in in 1987, it effectively ex-
empted the first $600,000 of transfers from the unified estate and
gift tax; (2) reduced the top unified estate and gift tax rate from
70 percent to 50 percent over a four-year period (1982-1985); (3)
provided for an unlimited deduction for transfers to spouses and
permitted such a deduction (the so-called “QTIP deduction”) even
where the donee spouse could not control disposition of the prop-
erty after that spouse’s death, so long as that spouse had an in-
come interest in that property and that property was subject to
that spouse’s estate and gift tax;151 (4) increased the annual gift
tax exemption from $3,000 per year per donee to $10,000 per year
per donee; (5) changed the presumption that each spouse equally
provided for the acquisition cost of jointly held property to an
irrebuttable presumption; (6) modified the “current use” valuation
rules by shortening to 10 years the period that heirs who inherit
farms or other real property used in a closely held business were
required to so use the property, and by increasing the maximum
reduction in the value of such property from $500,000 to $750,000;
(7) repealed the so-called “orphan’s deduction;” (8) delayed the ef-
fective date of the generation-skipping transfer tax, (9) further lib-
eralized and simplified the rules which permit the installment pay-
ment of estate tax on closely-held businesses.

The Deficit Reduction Act of 1984: (1) delayed for three years the
scheduled reduction of the maximum estate and gift tax rates (such
that maximum rate remained at 55 percent until 1988); (2) elimi-
nated the exclusion for interests in qualified pension plans; (3) pro-
vided rules for the gift tax treatment of below-market rate loans;
and (4) extended the rules which permit the installment payment

148 This rule is now contained in section 2518 of present law.
149 Crude Oil Windfall Profits Act of 1980 (P.L. 96-223).

150 P.L. 97-34.

151 This rule in now contained in section 2056 of present law.
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of estate taxes on closely-held businesses to certain holding compa-
nies. ’ - g S U I S0

1986 and subsequent legislation '

The Tax Reform Act of 1986 152 substantially revised the tax on
generation-skipping transfers by applying a single rate equal to the
highest estate tax rate (i.e., 55 percent) to all generation skipping
transfers in excess of $1 million and by broadening the definition
of a generation-skipping transfer to include direct transfers from a
grandparent to a grandchild (i.e., “direct skips”). 1522

The Omnibus Budget Reconciliation Act of 1987 made the follow-
ing modifications: (I) provided special rules for so-called “estate
freeze transactions” under which the person who engaged in such
a transaction would be subject to estate tax on the value of such
property; (2) provided a higher estate or gift tax rate on transfers
in excess of §10 million to phase-out the unified credit and rate
brackets lower than 55 percent; and (3) again delayed for five years
the scheduled reduction in the estate and gift tax rates from 55
percent to 50 percent. \ :

The Omnibus Budget Reconciliation Act of 1990 replaced the spe-
cial rules for estate freeze transactions with a new set of rules that
effectively subject to gift tax the full value of interests in property,
unless retained interests in that property take certain specified
forms.153 : BT A
 The maximum estate, gift, and generation-skipping transfer tax
rate dropped to 50 percent on December 31, 1992, but the Omnibus
Budget Reconciliation Act of 1993 restored the 55-percent top rate
retoaclzg‘iively to January 1, 1993, and made that top rate perma-
nent.

Summary

Table 12 provides ‘a“&summary' of the annual gift tax exclusion,
the exemption value of the unified credit, the threshold level of the

highest statutory estate tax rate, and the highest statutory estate
tax rate for selected years, 1977-1996. ‘ G

152 P L. 99-514. B e AR e DR R
152a These rules are now contained in sections 2601 through 2654 of present law.
::3 ;hfseor;léag are contained in sections 2701 through 2704 of present law.

.L. 103-66.
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Table 12.—Annual Gift Exclusion Amount, Exemption Value
of Unified Credit for Taxable Transfers, Threshold Level
of Highest Statutory Tax Rate, and Highest Statutory Tax
Rate Applicable to Taxable Transfers, Selected Years,
1977-1996 :

Exemp- ’(I)}l;?;?l(’hz Highest
Annual gift ex- tion value 18165
Year .cl.uzi?;l‘?rll‘glel) of “:ll:lf:i?g s::;l:_';)t:y stt:;u:;?
join ollars cre mil. ercen
dollars) (lsions) ® 9
1977 oo 3,000/6,000 120,667 5 70
1982 ................ 10,000/20,000 225,000 4 65
1983 ...t 10,000/20,000 275,000 3.5 60
1984 ................ 10,000/20,000 325,000 3 55
1985 ................ 10,000/20,000 400,000 3 55
1986 ................ 10,000/20,000 500,000 3 55
1987 ....coeunenne. 10,000/20,000 600,000 3 55
1988 ...t 10,000/20,000 600,000 3 155
1990 ...t 10,000/20,000 600,000 3 155
1992 ................ 10,000/20,000 600,000 3 155
1994 ................ 10,000/20,000 600,000 3 155
1996 ................ 10,000/20,000 600,000 3 155

1Since 1987, the benefits of the graduated rate structure have been phased out
at a 5-percent rate for estates between $10,000,000 and $21,040,000, creating an
effective marginal tax rate of 60 percent for affected estates.

Source: Joint Committee on Taxation.

C. Description of Proposals

1. President’s Fiscal Year 1998 Budget Proposal

The proposal would make several modifications to the install-
ment payment provisions of section 6166. The proposal would in-
crease the amount of value in a closely held business that would
. be eligible for the special low interest rate, from $1,000,000 to
$2,500,000. Interest paid on the deferred estate tax would not be
deductible for estate or income tax purposes, but the 4-percent rate
would be reduced to 2 percent, and the deferred estate tax on any
value of a closely held business in excess of $2,500,000 would be
subject to interest at a rate equal to 45 percent of the usual rate
applicable to tax underpayments.

The proposal also would expand the availability and benefits of
the holding company exception to include partnerships that func-
tion as holding companies, and would clarify and expand the non-
readily tradeable stock requirement to include non-publicly traded
partnerships. In addition, an estate using the holding company ex-
ception (as modified by the proposal) would be able to take advan-
tage of the five-year deferral and special 2-percent rate, thus pro-
viding the same relief to closely held businesses whether owned di-
rectly or through holding companies.

Finally, the proposal would authorize the Secretary of the Treas-
ury to accept security arrangements in lieu of the special estate tax

en.
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The proposal would apply to the estates of decedents dymg after
December 31, 1997. Estates that are deferring estate tax under
) use the lower inter-

current law could make a one-time elgction to use
est rates and forgo the interest dedqcho

2. The “Balanced Budget Act of 1995”
Cong.) ( the “BBA”) 165

Increase in estate and gift tax unified credit; indexing of cer-
tain other provisions T R,
he BBA would have increased ratably the present-law unified
estate and gift tax credit over a six-year period beginning in 1996,
from an effective exemption of $600,000 to an effective exemption
of $750,000. After 2001, the effective exemption amount of
$750,000 would have been indexed annually for inflation. -

" The BBA also would have indexed annually for inflation the
$10,000 annual exclusion for gifts, the $750,000 ceiling on special
use valuation, the $1,000,000 generation-skipping transfer tax ex-
emption, and the $1,000,000 ceiling on the value of a closely-held
business eligible for the special 4-percent interest rate, beginning
in 2001. i e e
Estate tax exclusion for qualified family-owned businesses.

The BBA would haye provided special estate tax treatment for
qualified “family-owned business interests” if such interests, com-
prised more than 50 pércent of a decedent’s estate. Subject to cer-
tain requirements, the BBA would have excluded the first $1 mil-
lion in value of qualified family-owned business interests from the
decedent’s estate and also would have excluded 50 percent of the
value of qualified family-owned business interests between $1 mil-
lion and $2.5 million. In general, a qualified family-owned business
interest ‘would be any nonpublicly-traded interest in a trade or
business (regardless of the form in which it is held) with a prin-
cipal place of business in the United States if ownership of the
trade or business is held at least 50 percent by one family, 70 per-
cent by two families, or 90 percent by three families, as long as the
decedent’s family owns at least 30 percent of the trade or business.
To qualify for the beneficial treatment, the decedent (or a member
of the decedent’s family) must have owned and materially partici-
pated in the trade or business for at least five of the eight years
preceding the decedent’s death, and each qualified heir (or a mem-
ber of the qualified heir’s family) would be required to materially
participate in the trade or business for at least five years of each
gigh‘;;year period ending within ten years after the decedent’s

The benefit of the exclusion for qualified family-owned business
interests would be subject to recapture if, within 10 years of the
decedent’s death and before the qualified heir's death, one of the
following “recapture events” occurs: (1) the qualified heir ceases to
meet the material participation requirements; (2) the qualified heir
disposes of any portion of his or her interest in the family-owned
business, other than by a disposition to a member of the qualified

(H.R. 2491, 104th

———— - (R L A AR R N s A e T
155 The Balanced Budget Act of 1995 (‘BBA”) was passed by the Congress in 1995, but was
vetoed by President Clinton. : DA . RN
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heir’s family or through a qualified conservation contribution; (3)
the principal place of business of the trade or business ceases to
be located in the United States; or (4) the qualified heir loses U.S.
‘citizenship. The portion of the reduction in estate taxes that is re-
captured would depend upon the number of years that the qualified
heir (or members of the qualified heir’s family) materially partici-
pated in the trade or business after the decedent’s death. If the
qualified heir (or his or her family members) materially partici-
. pated in the trade or business after the decedent’s death for less

.than six years, 100 percent of the reduction in estate taxes attrib-
utable to that heir’s interest would be recaptured; if the participa-
- tion was for at least six years but less than seven years, 80 percent
- of the reduction in estate taxes would be recaptured; if the partici-

pation was for at least seven years but less than eight years, 60
~percent would be recaptured; if the participation was for at least

e eight years but less than nine years, 40 percent would be recap-

tured; and if the participation was for at least nine years but less
than 10 years, 20 percent of the reduction in estates taxes would
. be recaptured. In general, there would be no requirement that the
qualified heir (or members of his or her family) continue to hold or
participate in the trade or business more than 10 years after the
decedent’s death. As under present-law section 2032A, however, the
10-year recapture period could be extended for a period of up to two
years if the qualified heir did not begin to use the property for a
period of up to two years after the decedent’s death.
The provision would have been effective with respect to the es-
tates of decedents dying after December 31, 1995. '

Reduction in estate tax for certain land subject to permanent
conservation easement

The BBA would have provided that an executor could elect to ex-
clude from the taxable estate 40 percent of the value of any land
subject to a qualified conservation easement that meets the follow-
ing requirements: (1) the land must be located within 25 miles of
a metropolitan area or a national park or wilderness area, or with-
in 10 miles of an Urban National Forest; (2) the land must have
been owned by the decedent or a member of the decedent’s family
at all times during the three-year period ending on the date of the
decedent’s death; and (3) a qualified conservation contribution of a
qualified real property interest had been granted by the transferor
or a member of his or her family. For purposes of the BBA, preser-
vation of a historically important land area or a certified historic
structure would not qualify as a conservation purpose. To the ex-
tent that the value of such land is excluded from the taxable es-
tate, the basis of such land acquired at death would be a carryover
basis (i.e., the basis is not stepped-up to its fair market value at
death). Debt-financed property would not be eligible for the exclu-
sion.

The exclusion amount would be calculated based on the value of
the property after the conservation easement has been placed on
the property. The exclusion from estate taxes would not extend to
the value of any development rights retained by the decedent or
donor, although payment for estate taxes on retained development
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rights could be deferred for up to two years, or until the dlsposmon
of the property, whichever is earlier.

The 40-percent exclusion from estate taxes for land subject to a
qualified conservation easement (described above) could only be
taken to the extent that the value of such land, plus the value of
qualified family-owned business interests that quahfy for the re-
duction in estate taxes, does not exceed $5 million.

If the value of the conservation easement is less than 30 percent
of (1) the value of the land without the easement, reduced by (2)
the value of any retained development nghts then the exclusion
percentage would be reduced. The reduction in the exclusion per-
centage would be equal to two percentage points for ‘each pomt ghat
the above ratio falls below 30 percent.
~ The BBA also would have provided that the granting of a quali-
fied conservation easement (as defined above) would not be treated
gs aAdxsposntlon triggering the recapture prov1s1ons of sectlon

032 R

The provision would have been eﬁ'ectlve for decedents dymg aﬁer

December 31, 1995. A

Modification of generatlon-sklppmg transfer tax for trans-
fers to individuals with deceased parents

The BBA would have extended the predeceased parent exceptmn
to transfers to collateral heirs, provided that the decedent has no
living lineal descendants at the time of the transfer. For example,
the exception would have applied to a transfer made by an individ-
ual (with no living lineal heirs) to a grandniece where the transfer-
or's néephew or niece who is the parent of the grandniece is de-
ceased at the time of the transfer.

In addition, the BBA would have extended the predeceased par-
ent exceptlon (as modified by the change in the preceding para-
graph) to taxable terminations and taxable distributions, provided
that the parent of the relevant beneficiary was dead at the earliest
time that the transfer (from which the beneﬁc1ary’s interest in the
property was established) was subject to estate or gift tax. For ex-
ample, where a trust was established to pay an annuity to a char-
ity for a term for years with a remainder interest granted to a
grandson, the termination of the term for years would not be a tax-
able termination subject to the GST tax if the grandson’s parent
(who is the son or daughter of the transferor) was deceased at the
time the trust was created and the transfer creating the trust was
subject to estate or gift tax.

The provision would have been effective for generatlon-sklpplng
transfers occurring after December 31, 1994.

Estate tax recapture from cash leases of speclally-valued
‘property

The BBA would have prov1ded that the cash lease of speclally-
valued real property by a lineal descendant of the decedent to a
member of the lineal descendant’s family, who continues to operate
the farm or closely held business, would not cause the qualified use
of such property to cease for purposes of imposing the additional
estate tax under section 2032A(c).
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The provision would have been effective for cash rentals after De-
cember 31, 1995.

Estgt_e and gift tax simplification

The BBA also woul_d have made a number of estate ahd gift tax
simplification changes.

8. H.R. 525 (Mr. Crane and others) and H.R. 902 (Mr. Cox
and others) 156

These bills would repeal the Federal estate and gift tax and the
Federal generation-skipping transfer tax fordecedents dying, gifts
made, and generation-skipping transfers occurring after the date of
enactment.

4. The “Family Business Protection Act” (Mr. McCrery and
others)

Increase in estate and gift tax unified credit; new estate and
Zift tax rates

The proposal would increase ratably the present-law unified es-
tate and gift tax credit over a five-year period beginning in 1997,
from an effective exemption of $600,000 to an effective exemption
of $1,000,000. The fulf $1,000,000 effective exemption would be
available for decedents dying, and gifts made, after December 31,
2000. The proposal also would modify the existing estate and gift
tax rate schedule.

Estate tax exclusion for qualified family-owned businesses

The proposal would provide special estate tax treatment for
qualified “family-owned business interests” if such interests com-
prise more than 50 percent of a decedent’s estate. Subjeci to certain
requirements, the proposal would exclude the first $1,500,000 in
value of qualified fglmily—owned business interests from the dece-
dent’s estate and also would exclude 50 percent of the remaining
value of qualified family-owned business interests. Beginning in
1998, the $1.5 million threshold would be indexed annually for in-
flation. In general, a qualified family-owned business interest
would be any nonpublicly-traded interest in a trade or business (re-
gardless of the form in which it is held) with a principal place of
business in the United States if ownership of the trade or business
is held at least 50 percent by one family, 70 percent by two fami-
lies, or 90 percent by three families, as long as the decedent’s fam-
ily owns at least 30 percent of the trade or business. To qualify for
the beneficial treatment, there must have been ownership and ac-
tive management of the trade or business by the decedent (or a
member of the decedent’s family) for at least five of the eight years
preceding the decedent’s death, and there must be active manage-
ment of the trade or business by each qualified heir (or a member
of the qualified heir’s family) for at least five years of each eight-
year period ending within 10 years after the decedent’s death.

The benefit of the exclusion for qualified family-owned business
interests would be subject to recapture if, within 10 years of the
decedent’s death and before the qualified heir's death, one of the

156 Several similar bills also have been introduced in both the House and the Senate.

(23
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following “recapture events” occurs: (1) the qualified heir ceases to
meet the active management requirements; or (2) the qualified heir
disposes of any portion of his or her interest in the family-owned
business, other than by a dispesition to a member of the qualified
heir's family or through a qualified conservation contribution. The
portion of the reduction in estate taxes that is recaptured would de-
pend upon the year in which the recapture event occurs. If the re-
capture event occurs in the first five years after the decedent’s
death, 100 percent of the reduction in estate taxes attributable to
that heir’s interest would be recaptured; if the recapture event oc-
curs in the sixth year, 50 percent of the reduction in estate taxes
would be recaptured; if the recapture event occurs in the seventh
year, 40 percent of the reduction in estate taxes would be recap-
tured; if the recapture eveiit occurs'in the eighth year, 30 percent
of the reduction in estate taxes would be recaptured; if the recap-
ture event occurs in the ninth year, 20 percent of the reduction in
estate taxes would be recaptured; and if the recapture event occurs
in the tenth year, 10 percent of the reduction in estate taxes would
be recaptured. In general, there would be no requirement that the
qualified heir (or members of his or her family) continue to hold or
participate in the trade or business more than 10 years after the
decedent’s death. As under present-law section 2032A, however, the
10-year recapture period could be extended for a period of up to two
years if the qualified heir did not begin to use the property for a
period of up to two years after the decedent’s death. A reduced 4-
percent interest rate would apply to any recaptured taxes. =

‘The provision would be effective with respect to the estates of de-
cedents dying after December 31, 1996.

Index maximum reduction under special use valuation elec-

Beginning in 1997, thé proposal would index annually the
$750,000 maximum reduction in the estate tax value of real prop-
erty qualifying for an election under section 2032A, effective for de-
cedents dying after December 31, 1996. : : :

_conservation easement 58 LR

The proposal would provide that an executor could elect to ex-
clude from the taxable estate the value of any land subject to a
qualified conservation easement that meets the following require-
ments: (1) the land must be located within 50 miles of a metropoli-
tan area or a national park or wilderness area; (2) the land must
have been owned by the decedent or a member of the decedent’s
family at all times during the three-year period ending on the date
of the decedent’s death; and (3) a qualified conservation contribu-
tion of a qualified real property interest has been granted by the
transferor or a member of his or her family. For purposes of the
proposal, preservation of a historically important land area or a
certified historic structure would not qualify as a conservation pur-

Reduction in estate tax for certain land subject to permanent

3 157 Th;; %?;?7053] also was included in H.R. 64, introduced by Mr. Herger and Ms. Dunn on
an , . . ) .

158 This proposal also was included in H.R. 195, the “American Farm and Ranch Protection
Act,” introduced on January 7, 1997, by Mr. Houghton and Mr. Cardin.
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pose. To the extent that the value of such land is excluded from
. the taxable estate, the basis of such land acquired at death would
be a carryover basis (i.e., the basis is not stepped-up to its fair mar-
ket value at death). Debt-financed property would not be eligible
for the exclusion.

The exclusion amount would be calculated based on the value of
the property after the conservation easement has been placed on
the property. The exclusion from estate taxes would not extend to
the value of any development rights retained by the decedent or
donor, although payment for estate taxes on retained development
rights may be deferred for up to two years, or until the disposition
of the property, whichever is earlier.

Other provisions of the proposal would: (1) exclude a gift of land
subject to a conservation easement from the Federal gift tax upon
the same terms as pertain to the exclusion from estate taxes pro-
vided that the easement meets the standards listed above; (2) pro-
vide that the granting of a qualified conservation easement (as de-
fined above) would not be treated as a disposition triggering the re-
capture provisions of section 2032A; and (3) allow a charitable de-
duction to taxpayers making a contribution of a permanent con-
servation easement on property where a mineral interest has been
retained and surface mining is possible, but its probability is “so
remote as to be negligible.” Present law provides for a charitable
deduction in such a case if the mining rights have been separated
from the land prior to June 13, 1976. The proposal would provide
that such a charitable deduction could be taken regardless of when
the mining rights had been separated.

The provisions pertaining to conservation easements would apply
to decedents dying after December 31, 1996.

Exclusion for certain historic property 159

The proposal would allow an exemption from the estate tax for
the value of any qualified historic property that would otherwise be
included in a decedent’s gross estate. To qualify under the proposal:
(1) the property must be an historically important land area or a

certified historic structure (within the meaning of Code section .

170(h)(4)(A)iv)); (2) a qualified conservation contribution (within
the meaning of section 170(h)) of a qualified real property interest
(as generally defined in section 170(h)(2)(C)) must have been grant-
ed to a charity (or other qualified organization) exclusively for con-
servation purposes; and (3) each person having an interest in the
property must have signed a written agreement with a State his-
toric preservation agency (or similar State agency) providing that
the historic property will be open to the public for a period of at
least 20 years after the decedent’s death, and such agreement must
be filed with the estate tax return.

The reduction in estate taxes resulting from the exclusion would
be recaptured if, within the 20-year period, (1) any individual who
signed the written agreement disposes of his or her interest in the
property, unless the transferee agrees to be bound by the terms of
the agreement, or (2) there is a violation of any provision of the

159 This proposal was also included in H.R. 1945 (104th Cong.), introduced on June 28, 1995,
by Mr. Bateman and others. ) )
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agreement. The amount of recapture would be determined on a pro

rata basis based on the number of months remaining in the 20-year

period. _ O Saniniie B VI ,
The provision would be effective for decedents dying after the

date of enactment. ' R o c

5. The “American Family Tax Relief Act” (S. 2) (Senator

Roth and others) : o
Increase in estate and gift tax unified credit ‘

The bill would increase ratably the present-law unified estate
and gift tax credit over an eight-year period beginning in 1997,
from an effective exemption of $600,000 to an effective exemption
of $1,000,000. The full $1,000,000 effective exemption would be
axorailable for decedents dying, and gifts made, after December 31,
2 03. - . . b e EAPNA B R R RPN .” B

Estate tax exclusion for qualified family-owned businesses
The bill would provide special estate tax treatment for qualified

“family-owned business interests” if such interests comprise more

than 50 percent of a decedent’s estate. Subject to certain require-
ments, the bill would exclude the first $1,500,000 in value of quali-
fied family-owned business interests from the decedent’s estate and
also would exclude 50 percent of the remaining value of qualified
family-owned business interests. In general, a qualified family-
owned business interest would be ‘any fionpublicly-traded interest
in a trade or business (regardless of the form in which it is held)
with a principal place of business in the United States if ownership
of the trade or business is held at least 50 percent by one family,
70 percent by two families, or 90 percent by three families, as long
as the decedent’s family owns at least 30 percent of the trade or
business. To qualify for the beneficial treatment, the decedent (or
a member of the decedent’s family) must have owned and materi-
ally participated in the trade or business for at least five of the
eight years preceding the decedent’s death, and each qualified heir
(or a member of the qualified heir’s family) would be required to
materially participate in the trade or business for at least five
years of each eight-year period ending within 10 years after the de-
cedent’s death. SRR : SR T

The benefit of the exclusion for qualified family-owned business
interests would be subject to recapture if, within 10 years of the
decedent’s death and before the qualified heir’s_death, one of the
following “recapture events” occurs: (1) the qualified heir ceases to
meet the material participation requirements; (2) the qualified heir
disposes of any portion of his or her interest in the family-owned
business, other than by a disposition to a member of the gualified
heir's family or through a qualified conservation contribution; (3)
the principal place of business of the trade or business ceases to
be located in the United States; or (4) the qualified heir loses U.S.
citizenship. The portion of the reduction in estate taxes that is re-
captured would depend upon the number of years that the qualified
heir (or members of the qualified heir's family) materially partici-
pated in the trade or business after the decedent’s death. If the
qualified heir (or his or her family members) materially partici-
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pated in the trade or business after the decedent’s death for less
than six years, 100 percent of the reduction in estate taxes attrib-
utable to that heir’s interest would be recaptured; if the participa-
tion was for at least six years but less than seven years, 80 percent
of the reduction in estate taxes would be recaptured; if the partici-
pation was for at least seven years but less than eight years, 60
percent would be recaptured; if the participation was for at least
eight years but less than nine years, 40 percent would be recap-
tured; and if the participation was for at least nine years but less
than 10 years, 20 percent of the reduction in estates taxes would
be recaptured. In general, there would be no requirement that the
qualified heir (or members of his or her family) continue to hold or
participate in the trade or business more than 10 years after the
decedent’s death. As under present-law section 2032A, however, the
10-year recapture period could be extended for a period of up to two
years if the qualified heir did not begin to use the property for a
period of up to two years after the decedent’s death.
The bill would apply to decedents dylng, and gifts made, after
" December 31, 1996.

Installment payments of estate tax attributable to closely
held businesses

The bill would extend the period for which Federal estate tax in-
stallments could be made under section 6166 to a maximum period
of 24 years. If the election were made, the estate would pay only
interest for the first four years, followed by up to 20 annual install-
ments of principal and interest. Under the bill, there would be no
interest imposed on the amount of deferred estate tax attributable
to the first $1,000,000 in value of the closely held business. The in-
terest rate imposed on the amount of deferred estate tax attrib-
utable to the value of the closely held business in excess of
$1,000,000 would remain as under present law (i.e., the rate appli-
cable to underpayments of tax under section 6621 which is the
Federal short-term rate plus 3 percentage points).

The bill would apply to decedents dying, and gifts made, after
December 31, 1996.

D. Background and Economic Analysis
1. Background Data Relating to Estate and Gift Taxation

Estates subject to the estate tax

Table 13 details the percentage of decedents subject to the estate
tax for selected years since 1935. The percentage of decedents lia-
ble for the estate tax grew throughout the postwar era reaching a
peak in the mid-1970s. The substantial revision to the estate tax
in the mid-1970s 160 and subsequent further modifications in 1981
reduced the percentage of decedents liable for the estate tax to less
than one percent in the late 1980s. Since that time, the percentage
of decedents liable for the estate tax has gradually increased.

160 See description of changes made to the estate tax in 1976 in Part IV.B,, above.
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Table 13.—Number of Taxable Estate Tax Returns Filed as a
Percentage of Adult Deaths, Selected Years, 1935-1995

Taxable estate tax re-

) turns filed !
Year Deaths P .
: : ercen
Number of deaths
1,172,245 . 8,655 0.74
1,237,186 12,907 1.04
1,239,713 13,869 1.12
1,304,343 17,411 1.33
1,379,826 25,143 1.82
1,548,665 45,439 2.93
1,727,240 267,404 3.90
1,796,940 293,424 5.20
1,867,689 2120,761 6.47
1,819,107 2139,115 7.65
1,897,820 2,341,620 2.19
1,945,913 2,335,148 1.81
1,968,128 2,331,507 1.60
... 2,086,440 2,330,518 1.46
2,105,361 23,731 1.13
2,123,323 21,335 1.00
2,167,999 18,948 0.87
. 2,150,466 20,856 0.97
2,148,463 23,215 1.08
2,169,518 24,897 1.15
2,175,613 27,187 1.25
2,268,553 27,506 1.21
2,278,994 31,918 1.40
52,312,180 31,564 - 1.37

1Estate returns need not be filed in the year of the decedent’s death.

2Not strictly comparable with pre-1966 data. For later years, the estate tax
after credits was the basis for determining taxable returns. For prior years, the
basis was the estate tax before credits.

8 Although the filing requirement was for gross estates in excess of $225,000 for
1982 deaths, $275,000 for 1983 deaths, and $325,000 for 1984 deaths, the data
are limited to gross estates of $300,000 or more.

4Taxable estate data from 1989 on from Internal Revenue Service, Statistics of
Income.

5 Preliminary. _ :

Sources: Joseph A. Pechman, Federal Tax Policy {Washington Brookings Institu-
tion), 1987; Internal Revenue Service, Statistics of Income; and U.S. National Cen-
ter for Health Statistics. -

The increasing percentage of decedents liable for estate tax in
the period from 1940 through the mid-1970s and the similar in-
creasing percentages since 1989 are the result of the interaction of
three factors: a fixed nominal exemption; the effect of price infla-
tion on asset values; and real economic growth. The amount of
wealth exempt from the Federal estate tax always has been ex-
pressed at a fixed nominal value. If the general price level in the
economy rises from one year to the next and asset values rise to
reflect this inflation, the “nominal” value of each individual’s

wealth will increase. With a fixed nominal exemption, annual in-
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creases in the price level will imply that more individuals will have
a nominal wealth that exceeds the tax threshold. Alternatively
stated, inflation diminishes the real, inflation-adjusted, value of
wealth that is exempted by a nominal exemption. Thus, even if no
one individual’s real wealth increased, more individuals would be
subject to the estate tax. This interaction between inflation and a
fixed nominal exemption largely explains the pattern in Table
13.161 The fixed nominal exemption was increased effective for
1977 and again between 1982 and 1987. Prior to 1977 and subse-
quent to 1987, the exemption was unchanged while the economy
experienced general price inflation. o
However, even if the exemption were modified annually to reflect
general price inflation, one would still expect to see the percentage
of decedents liable for estate tax rise because of the third factor,
real growth. If the economy is experiencing real growth per capita,
it must be accumulating capital.162 Accumulated capital is the tax
base of the estate tax. Thus, real growth can lead to more individ-
uals having real wealth above any given fixed real exempt
amount.163 '
Indexing the exemption for inflation is equivalent to creating a
fixed real exemption rather than a fixed nominal exemption. Had
the $600,000 effective exemption created by the 1981 Act (effective
for 1987) been indexed for inflation subsequent to 1987, its nominal
value today would be approximately $838,000. Had the $175,625
effective exemption created by the 1976 Act (effective for 1982)
been indexed for inflation subsequent to 1982, its nominal value
today would be approximately $289,000. '

Revenues from the estate, gift, and generation skipping taxes

_ Table 14 provides summary statistics of the estate and gift tax
over the past 20 years. Total estate and gift receipts include taxes
paid for estate, gift, and generation skipping taxes as well as pay-
ments made as the result of IRS audits. : : o

161 The 1988 percentage of decedents liable for estate tax of 0.87 may overstate the nadir
achieved by the increase in the unified credit to an exemption equivalent amount of $600,000.
This is because the 1981 legislation also increased the marital exemption to an unlimited ex-
emption. See Part IV.B., above. An increase in the marital exemption would be expected to re-
duce the percentage of decedents liable for the estate tax, both permanently and during a tem-
porary period following the increase. The permanent effect results from some married couples
having neither spouse liable for estate tax. The temporary reduction in the percentage of dece-
dents liable for estate tax arises as follows. A married couple may have sufficient assets to be
subject to the estate tax. During the transition period in which husbands and wives first take
advantage of the unlimited marital exemption, the number of decedents liable for estate tax falls
as the first spouse to die takes advantage of the expanded marital deduction, despite the fact
that the surviving spouse subsequently dies with a taxable estate. In the long run, the number
of new couples utilizing the unlimited marital deduction may be expected to approximately
equal the number of surviving spouses becoming taxable after their decedent spouse had
claimed the unlimited marital deduction. .~~~ .

162 The following analysis assumes that the capital accumulated is physical or business intan-
gible capital. Real per capita GNP could grow if individuals accumulated more knowledge and
skills, or what economists call “human capital.” Accumulation of human capital unaccompanied
by the accumulation of physical or business intangible capital would not necessarily lead to in-
creasing numbers of decedents becoming liable for estate tax. ! ) )

163 This analysis assumes that the capital accumulation is held broadly. If the growth in the
capital stock were all due to a declining number of individuals doing the accumulating, then
the distribution of wealth would be becoming less equal and real growth could be accompanied
by a declining percentage of decedents being liable for estate tax.
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Table 14.—Revenue from the Federal Estate, Gift, and Gen-
eration Skipping Transfer Taxes, Selected Years, 1940-

- Percentage
of total Fed-
_eral receipts

~ Revenue
($ millions)

357
638
698
924
1,606
2,716
3,644
4,611
5,216
7,327
5,285
5411
6,787
7,991
6,053
6,010
16422
.. 6,958
© 7,493
7,594
8,745
11,500
11,138
11,143
12,677
15,225
15,087
17,189

Sources: Joint Economic Committee, The Federal Tax System: Facts and Prob-
lems, 1964; Joseph A. Pechman, Fedeal Tax Policy (Washington: Brookings Insti-
tution), 1987; Internal Revenue Service, Statiscs of Income Bulletin, Fall 1996,
and U.S. Office of Management and Budget, Budget of the United States Govern-
ment Fiscal Year 1997, and prior years.
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Since 1993, estate and gift receipts have been averaging double
digit rates of growth. There are four possible reasons for the rapid
growth in these receipts. First, because neither the amount of
wealth exempt from the estate and gift tax or the tax rates are in-
dexed, as explained above, an increasing number of persons are be-
coming subject to estate and gift taxes. Second, the tremendous in-
crease in value in the stock market over the past three years will
both increase the value of estates that would have already been
taxable, and increase the number of estates that will be taxable.
For example, the Dow Jones Industrial Average ended 1993 at ap-
proximately 3750, and ended 1996 at approximately 6500. On aver-
age, one-third of the wealth in taxable estates consists of publicly
traded stocks. Because the value of this component of wealth has
nearly doubled during the past three years, one would expect brisk
growth in estate tax receipts from this alone. Third, while the over-
all population of the United States is growing at about a 1 percent
annual rate, the number of persons a%ed 85 and older is growing
at a rate of almost 3.5 percent annually. This also should increase
the number of estate tax returns filed. Finally, the unlimited mari-
tal deduction included in the 1981 Act delayed the payment of es-
tate tax, in most cases, until the surviving spouse died. On aver-
age, spouses survive their mates by about ten years. Therefore,
during the decade of the 1990s, an increase in estate tax receipts
is expected as the result of first-spouse deaths during the 1980s
that used the unlimited marital deduction.

Table 15 shows the Joint Committee on Taxation staff present-
law estimate of revenues from the estate, gift, and generation skip-
ping taxes for fiscal years 1997-2007. These estimates are based on
the baseline forecast for estate, gift, and generation skipping taxes
supplied the Congressional Budget Office. Table 15 reports the
Joint Committee on Taxation staff estimates of annual taxable es-
tates and calculates the percentage of all deaths that taxable es-
tates will represent. ’

N
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Table 15.—Projections of Taxable Estates and Receipts from
Estate, Gift, and Generation Skipping Transfer Taxes,
1997-2007 R I

Taxable es-

N Number of .. tatesasa
. STV - - Receipts n
}";scal year v tax:‘lz; es- ($ billions) per:fealtlage
L S e _ deaths?
37,200 19.2 1.66
40,100 ..206 175
43,100 219 1.86
46000 233 197
49,300 247 O (®
43,000 h 26.2 ) o (®
56,700 278 (2)
61,100 295 (3
65,100 314 264
69,000 33.3 (®
73,200 35.3 (2)

1This column divides the estimate of taxable estates by U.S. Census Bureau’s
projections of death rates as reported in Table 4 of U.S. Department of Commerce,
Economics and Statistics Administration, Bureau of the Census, Statistical Ab-
stract of the United States, 1995. o )

2Not available, Census projections beyond 2000 are only reported for every fifth
year. o

Sources: Joint Committee on Taxation staff calculations, =

2. Comparison of Transfer Taxation in the United States
with Transfer Taxation Abroad

Among developed countries, an inheritance tax is more common
than the type of estate tax that is imposed in the United States.
An inheritance tax generally is imposed upon the amount of wealth
the transferee or donee receives rather than on the total wealth of
the transferor. That is, the funds the heir receives in a bequest de-
termines the tax imposed. The United States also imposes a gen-
eration-skipping tax in addition to any estate or gift tax liability
on certain transfers to generations two or more younger than that
of the transferee. This effectively raises the marginal tax rates on
affected transfers. Countries that impose an inheritance tax do not
have such a separate tax but may impose higher rates of inherit-
ance tax on bequests that skip generations. Among developed coun-
tries, Australia and Canada impose neither an estate tax nor an in-
heritance tax.164 ‘ : er it

Because the U.S. estate and gift tax exempts transfers between
spouses, provides an effective additional exemption of $600,000
through the unified credit, and exempts $10,000 of gifts per year
per donee, the United States may have a larger exemption (a larger

164 For a survey of the transfer tax systems of 28 countries see Joint Committee on Taxation,
Issues Presented by Proposals to Modify the Tax Treatment of Expatriation(JCS-17-95), June 1,
1995, pp. C-1 through C-17. In Australia the transferee receiving assets with accrued capital
gains transferred at death retains the transferor’s basis in the assets (carryover basis). In Can-
ada, gains accrued on assets held by a taxpayer at the time of his or her death are treated as
realized and taxable as income to the taxpayer. Assets transferred to a spouse are untaxed but
retain the decedent spouse’s basis (carryover basis). ) ;
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zero-rate tax bracket) than many other developed countries.165
‘However, because most other countries have inheritance taxes, the
total exemption depends upon the number and type of bene-
ficiaries. While the effective exemption may be larger, with the ex-
ception of transfers to spouses which are untaxed, marginal tax
rates on taxable transfers in the United States generally are great-
er than those in other countries. This is particularly the case when
comparing transfers to close relatives, who under many inheritance
taxes face lower marginal tax rates than do other beneficiaries. On
the other hand, the highest marginal tax may be applied at a
greater level of wealth transfer than in other countries. It is often
difficult to make comparisons between the U.S. estate tax and
countries with inheritance taxes because the applicable marginal
tax rate depends on the pattern of gifts and bequests.

It is difficult to assess the extent to which the practice of any of
the foreign transfer taxes is comparable to the practice of transfer
taxation in the United States. For example, in the United States,
transfers of real estate generally are valued at their full and fair
market value. In Japan, real estate is assessed at less than its fair
market value. Land is assessed for inheritance tax purposes accord-
ing to a valuation map known as Rosen Ka. The Rosen Ka values
range from 25 to 80 percent of fair market value,166 It is also un-
clear to what extent transferors may be able to exploit legal loop-
holes under the various systems imposed by other countries. Again,
using Japan as an example, prior to 1988, a transferor could reduce
inheritance tax liability by adopting children to increase the num-
ber of legal heirs.167 Such adoptees of convenience would receive
nominal compensation for agreeing to be an adoptive child. The
larger the number of children, the greater the total exemption for
inheritance taxes in Japan, even if not all children receive a be-
quest. This legal loophole was said to be widely recognized and ex-
ploited by wealthy families.168 .

Table 16 compares total revenue collected by OECD countries
from estate, inheritance, and gift taxes to total tax revenue and to
gross domestic product (GDP) to attempt to compare the economic
significance of wealth transfer taxes in different countries. Among
the OECD countries, Belgium, Denmark, France, Greece, and
Japan collect more such revenue as a percentage of GDP than does
the United States. Switzerland and the Netherlands collect mod-
estly less revenue from such taxes as a percentage of GDP than
does the United States. The remaining 15 countries collect substan-
tially less revenue from such taxes as a percentage of GDP than
does the United States. ‘ '

165 JCT, Issues Presented by Proposals to Modify the Tax Treatment of Expatriation.

166 Thomas A. Barthold and Takatoshi Ito, “Bequest Taxes and Accumulation of Household
Wealth: U.S.-Japan Comparison,” in Takatoshi Ito and Anne O. Kreuger (eds.), The Political
Economy of Tax Reform (Chicago: The University of Chicago Press), 1992, pp. 250-251.

167 Adoption by another did not cause an adoptee to lose his or her legal right to be an heir
of his or her biological parents. :

168 Barthold and Ito, “Bequest Taxes and Accumulation of Household Wealth,” p. 249.
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Table 16.—Revenue from Estate, Inheritance and Gift Taxes
as a Percentage of Total Tax Revenue and GDP in OECD
Countries, 1992

S Percentage Percentage
Count; of total tax

ntey revenue.  OfGDP

0000 0.000
0.182 0.079
0735 0334
0.002 "~ 0.001

0.555 0.274
0.456 0.214
0.929 . 0.405
0.253 0.100
...1.039 0.421
0.216 - 0.072

0.304 0.112
0.138 0.058
2.006 0.590
Luxembourg 0.320 . 0.155
Netherlands " e 0.526 0.247
New Zealand ..........coeevvveevvveeeeevrvneceenannn. 0.292 .. 0.105
NOIWAY ...vevvecrrireeiererrececreereesseseseverenees : 0.191 0.089
Portugal ..........coooreoriieeeirreeeeens : 0.252 0.083
SPAIN .ot ieeeeercveeeeesraeeseraresenans - .. 0.366 0.131
Sweden .......coevevvvereeiecennnn. eeeeesrisssnsanes s 0.166 0.083
Switzerland .......ococoveioiieveiiieeeeeeeraen, 0.854 0.264
TULKEY ..eeeveeeeeeececieeecneeeee e reeeeveserasnnens . 0.111 0.026
United Kingdom 0.584 0.206
United States .....ccooeeveeeeeeeeeeeeeceeerrneeeans 0.907 0.267

Note.—Data not directly comparable to data reported in Table 14. The OECD
attempts to collect standardized data across member countries. Therefore data in
OECD reports for the United States may not perfectly correspond to data as re-
ported by OMB.

Source: Ozganization for Economic Cooperation and Development, Revenue Sta-
tistics of OECD Member Countries, 1965-1993 (Paris: OECD), 1994.



150

" The United States is a wealthy country, with higher average
household wealth than most of the countries surveyed. While ex-
emption levels are higher in the United States than most other
countries, a significant amount of accumulated wealth still may be
subject to estate and gift taxation as compared to the other coun-
tries. The data in Table 16 do not reveal the extent to which estate,
inheritance, and gift taxes fall across different individuals within
each country. In the United States, as reported in Table 13, above,
of the 2.18 million deaths in 1992, only 27,187 or 1.25 percent of
decedents, gave rise to any estate tax liability. Similar data were
not available for the other countries in this survey.

3. Economic Issues Related to Transfer Taxation

Taxes on income versus taxes on wealth
ax

Income taxes, payroll taxes, and excise and other consumption
taxes generally tax economic activity as it occurs. Income and con-
sumption represent ongoing, current economic activity by the tax-
payer.16® Accumulated wealth, on the other hand, does not cor-
respond to any ongoing, current economic activity.170 Wealth de-
pends upon previous economic activity either by the current wealth
holder or other individuals. For example, current wealth can result
from accumulated saving from income or from bequests received.

Taxes on wealth are not directly comparable to taxes on income.
Because wealth is the accumulation of flows of saving over a period
of years, taxes on wealth are not directly comparable to taxes on
income or consumption which may represent only current, rather
than accumulated, economic activity. For example, assume that a
taxpayer receives wage income of $10,000 per year, saves all of this
income, and the savings earn an annual return of 5 percent. At the
end of five years, the accumulated value of the taxpayer’s invest-
ments would be .‘ﬁ58,019. Assume that the wealth is transferred at
the end of the fifth year. If a 10-percent tax were imposed on wage
income, one would conclude that a burden of $1,000 was imposed
annually. If a 10-percent tax were imposed on the transfer of
wealth, one would conclude that a burden of $5,801.90 was imposed
at the end of the fifth year. If, after paying the wage tax, the tax-
payer had invested the remaining $9,000 each year to earn 5 per-
cent, the taxpayer’s holding would be $52,217.10 at the end of five
years. This is the same value that would remain under the wealth
tax ($58,019.00 less $5,801.90). Thus, it is misleading to say that
the burden of the wage tax is $1,000 in each year while the burden
of the transfer tax is %5,801.90 in the fifth year.

Wealth taxes, saving, and investment

Taxes on accumulated wealth are taxes on the stock of capital
held by the taxpayer. As a tax on capital, issues similar to those
that arise in analyzing any tax on the income from capital arise.
In particular, there is no economic consensus on the extent to
which the incidence of taxes on the income from capital is borne

169 Economists call income and consumption “flow” concepts. In simple terms, a flow can only
be measured by reference to a unit of time. Thus, one refers to a taxpayer’s annual income or
monthly consumption expenditures.

170 Economists call wealth a “stock” concept. A stock of wealth, such as a bank account, may
generate a flow of income, such as annual interest income.
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by owners of capital in the form of reduced returns or ‘whether re-
duced returns cause investors to save less and provide less capital

to workers, thereby reducing wages in the long run. A related issue
is to what extent individuals respond to increases (decreases) in the
after-tax return to investments by decreasing (increasing) their
saving. Again there is no census in either the empirical or theoreti-
cal economics literature regarding the responsiveness of saving to
after-tax returns on investment.1’t L ,

Some economists believe that an individual’s bequest motives are
important to understanding saving behavior and aggregate capital
accumulation. If estate and gift taxes alter the bequest motive,
they may change the tax burdens of taxpayers other than the dece-
dent and his or her heirs. It is an open question whether the be-
quest motive is an economically important explanation of taxpayer
saving behavior and level of the capital stock. For example, theo-
retical analysis suggests that the bequest motive may account for
between 15 and 70 percent of the United States’ capital stock.172
Others question the importance of the bequest motive in national
capital formation.173 Nor has direct empirical analysis of the exist-
ence of a bequest motive led to a consensus.17¢ Theoretically, it is
an open question whether estate and gift taxes encourage or dis-
courage saving and there has been no empirical analysis of this
specific issue. By raising the cost, in terms of taxes, of leaving a
bequest, potential transferors may be discouraged from accumulat-
ing the assets necessary to make a bequest. On the other hand,
some individuals purchase additional life insurance in order to
have sufficient funds to pay the estate tax without disposing of
other assets in their estate. o

Regardless of any potential effect on aggregate saving, the trans-
fer tax system may affect the composition of investment. In par-
ticular, some observers note that the transfer tax system may im-
pose special cash flow burdens on small or family-owned busi-

171 For a more detailed discussion of the incidence of taxes on the income from capital and
the responsiveness of saving to after-tax rate of returns, see Joint Committee on Taxation, Meth-
odology and Issues in Measuring Changes in the Distribution of Tax Burdens (JCS-7-93), June
14, 1993, pp. 44-46. -

172 Seg, Laurence J. Kotlikoff and Lawrence H. Summers, “The Role of Intergenerational
Transfers in Aggregate Capital Accumulation,” Journal of Political Economy, 89, August, 1981.
Also see, Laurence J. Kotlikoff, “Intergenerational Transfers and Savings,” Journal of Economic
Perspectives, 2, Spring, 1988. For discussion of these issues in the context of wealth transfer
taxes see, Henry J. Aaron and Alicia H. Munnell, “Reassessing the Role for Wealth Transfer
Taxes,” National Tax Journal, 45, June, 1992. For recent attempts to calculate the share of the
aggregate capital stock attributable to the bequest motive, see Barthold and Ito, “Bequest Taxes
and Accumulation of Household Wealth,” and William G. Gale and John Karl Scholz,
“Intergenerational Transfers and the Accumulation of Wealth,” Journal of Economic_Perspec-
tives, 8, Fall 1994, pp. 145-160. Gale and Scholz estimate that 20 percent of the nation’s capital
stock can be attributed to “intentional transfers” (including inter vivos transfers, life insurance,
aild trgsts) and another 30 percent can be attributed to bequests, whether planned or un-
planned.

173 Franco Modigliani, “The Role of Intergenerational Transfers and Life Cycle Saving in the
Accumulation of Wealth,” The Journal of Economic Perspectives, 2, Spring, 1988. In this article,
Modigliani argues that 15 percent is more likely an upper bound.

174" See, B. Douglas Bernheim, “How Strong Are Bequest Motives? Evidence Based on Esti-
mates of the Demand for Life Insurance and Annuities,” Journal of Political Economy, 99, Octo-
ber 1991, pp. 899-927. Bernheim finds that social security annuity benefits raise life insurance
holdings and depress private annuity holdings among elderly individuals. He interprets this as
evidence that elderly individuals choose to maintain a positive fraction of their resources in
bequeathable forms. For an opposing finding, see Michael D. Hurd, “Savings of the Elderly and
Desired Bequests,” American Economic Review, 17, June 1987, pp. 298-312. Hurd concludes that
“any bequest motive is not an important determinant of consumption decisions and wealth hold-
ings....Bequests seem to be simply the result of mortality risk combined with a very weak mar-
ket for private annuities” (p. 308).
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nesses. They note that if a family has a substantial proportion of
its wealth invested in one enterprise, the need to pay estate taxes
may force heirs to liquidate all or part of the enterprise or to en-
cumber the business with debt to meet the estate tax liability. If
the business is sold, while the assets generally do not cease to exist
and remain a productive part of the economy, the share of business
represented by small or family-owned businesses may be dimin-
ished by the estate tax. If the business borrows to meet estate tax
Lability, the business’s cash flow may be strained. There is some
evidence that many businesses may be constrained by the capital
markets in the amount of funds they can borrow. If they are so con-
strained, they may reduce the amount of investment they under-
take, to the detriment of the economy at large.175 Undercapitaliza-
tion may be prevalent among small businesses. A recent study sug-
gests that reduction in estate taxes may have a positive effect on
an entrepreneur’s survival 176 R S

Others argue that potential deleterious effects on investment by
small or family-owned businesses is limited. They note that simple
tax planning can create an effective exemption of $1.2 million dol-
lars and that other legitimate tax planning can reduce the burden
on such enterprises. Some have argued that returns report a small
fraction of the value of decedents’ estates.177 o

Wealth taxes and labor supply

As people become wealthier, they generally choose to consume
more leisure time. Some, therefore, suggest that, by reducing the
potential wealth of heirs, transfer taxes may have an effect on
labor supply. Over 100 years ago, Andrew Carnegie opined that
“the parent who leaves his son enormous wealth generally deadens
the talents and energies of the son, and tempts him to lead a less
useful and less worthy life than he otherwise would...” 178 While in
theory increases in wealth should reduce labor supply, empirically
economists have not found strong support for this proposition.179

175 Steven M. Fazzari, R. Glenn Hubbard, and Bruce C. Petersen, “Financing Constraints and
Corporate Investment,” Brookings Papers on Economic Activity, 1988, pp. 141-195,

176 Douglas Holtz-Eakin, David Joulfaian, and Harvey g Rosen, “Sticking It Out: Entre-
preneurial Survival and Liquidity Constraints,” Journal of Political Economy, 102, February
1994, pp. 53-75. Holtz-Eakin, Joulfaian, and Rosen study the effect of receipt of an inheritance
on whether an entrepreneur’s business survives rather than whether an on-going business taxed
as an asset in an individual’s estate survives. They find that “the effect of inheritance on the
probability of surviving as an entrepreneur is small but noticeable: a $150,000 inheritance raises
the probability of survival by about 1.3 gercentage points,” and “i)f enterprises do survive, in-
heritances have a substantial impact o their performance: the $150,000 inheritance ... is associ-
ated with a near}{ 20 percent increase in an enterprise’s receipts” (p.74).

These results do not necessarily imply that the aggregate economy is made better off by re-
ceipt of inheritances. Survival of the entrepreneur may not be the most highly valued invest-
ment that could be made with the funds received. . o

177 See George Cooper, A Voluntary Tax? New Perspectives on Sophisticated Tax Avoidance,
(Washington, D.C.: The Brookings Institution), 1979. Also, see B. Douglas Bernheim, “Does the
Estate Tax Raise Revenue?” in Lawrence H. Summers (ed.), Tax PoTicy and the Economy, 1,
(Cambridge, Mass.: The MIT Press), 1987; and Alicia H. Munnell ‘with Nicole Ernsberger,
“Wealth Transfer Taxation: The Relative Role for Estate and Income Taxes,” New England Eco-
nomic Review, November/December 1988. These studies pre-date the enactment of chapter 14
of the Internal Revenue Code. The purpose of chapter 14 is to improve reporting of asset values
in certain transfers. o

178 Andrew Came}%ie, “The Advantages of Povm,” in The Gospel of Wealth and Other Timely
Essays, Edward C. Kirkland (ed.), (Cambridge, : The Belknap Press of Harvard University
Press), 1962, reprint of Carnegie from 1891. : o o .

° For a review of this issue, see John Pencavel, “Labor Supply of Men: A Survey,” in Og%y
Ashenfelter and Richard Layard (eds.), Handbook of Labor Economics; vol. I, (New York, H
North-Holland Publishing Co.) 1986. For a direct empirical test of what some refer to as the
“Carnegie Conjecture,” see Douglas Holtz-Eakin, David Joulfaian, and Harvey S. Rosen, “The
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Wealth taxes, the distribution of wealth, and fairness

Some suggest that, in addition to their role in producing Federal
revenue, the transfer taxes may help prevent an increase in the
distribution of wealth. There are relatively few analyses of the dis-
tribution of wealth holdings.180 Conventional economic wisdom
holds that the Great Depression of the 1930s and the second world
war substantially reduced the concentration of wealth in the Unit-
ed States, and that there has been no substantial change in the
succeeding decades. Most analysts assign no role to tax policy in
the reduction in wealth concentration which occurred between 1930
and 1945. Nor has any analyst been able to quantify what role tax
policy might have played since the second world war.181

Others note that the income tax does not tax all sources of in-
come. They suggest that by serving as a “backstop” for income that
escapes income taxation, the transfer taxes may help promote over-
all fairness of the U.S. tax system. Others counter that to the ex-
tent that much wealth was accumulated with after-(income)-tax
dollars, as an across-the-board tax on wealth, transfer taxes, tax
more than just those monies that may have escaped the income
tax. In addition, depending upon the incidence of such taxes, it is
difficult to make an assessment regarding the transfer taxes’ con-
tribution to the overall U.S. tax system.

Even if transfer taxes are believed to be borne by the owners of
the assets, an additional conceptual difficulty is whether the tax is
borne by the generation of the transferor or the generation of the
transferee. The design of the gift tax illustrates this conceptual dif-
ficulty. A tax is assessed on the transferor for taxable gifts. As-
sume, for example, a mother makes a gift of $1 million to her son
and incurs a gift tax liability of $500,000. From one perspective,
the gift tax could be said to have reduced the mother’s current eco-
nomic well-being by $500,000. However, it is possible that, in the
absence of the gift tax, the mother would have given her son $1.5
million, so that the gift tax has reduced the son’s economic well-
being by $500,000. It also is possible that the economic well-being
of both was reduced. Of course, distinctions between the donor and
donee generations may not be important to assessing the fairness

Carnegie Conjecture: Some Empirical Evidence,” Quarterly Journal of Economics, 108, May
1993, pp. 413-435. Holtz-Eakin, Joulfaian, and Rosen assess the labor force participation of fam-
ilies that receive an inheritance. They find that “the likelihood that a person decreases his or
her participation in the labor force increases with the size of the inheritance received. For exam-
ple, families with one or two earners who received inheritances above $150,000 [in 1982-1985
constant dollars] were about three times more likely to reduce their labor force participation to
zero than families with inheritances below $25,000. Moreover, ...high inheritance families expe-
rienced lower earnings growth than low inheritance families, which is consistent with the notion
that inheritance reduces hours of work” (pp.432-433).

180 For some exceptions, see Martin H. David and Paul L. Menchik, “Changes in Cohort
Wealth Over a Generation,” Demography, 25, August 1988; Paul L. Menchik and Martin H.
David, “The Effect of Income Distribution on Lifetime Savings and Bequests,” American Eco-
nomic Review, 73, September 1983; and Edward N, Wolff, “Estimate of Household Wealth In-
equality in the U.S., 1962-1983,” The Review of Income and Wealth, 33, September 1987.

181 See Michael K. Taussig, “Les inegalities de patrimoine aux Estatis-Unis,” in Kessler,
Masson, Strauss-Khan (eds.) Accumulation et Repartition des Patrimoines. Taussig estimates
shares of wealth held by the top 0.5 percent of wealth holders in the United Staf i
years between 1922 and 1972. Wolf, in “Estimate of Household Wealth Inequa
1962-1983,” does not attribute any movements in wealth contribution directly
rather to the changes in the relative values of housing and corporate stock.
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of transfer taxes if both the donor and donee have approximately
the same income, 182

®

182 Researchers have found that the correlation of income between parents and children is
less than perfect. For analysis of the correlation of income among family members across gen-
erations, see Gary R. Solon, “Intergenerational Income Mobility in the United States,” American
Economic Review, 82, June 1992, and David J. Zimmerman, “Regression Toward Mediocrity in
Economic Stature,” American Economic Review, 82, June 1992,
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